University of Mississippi

eGrove
Association Sections, Divisions, Boards, Teams

American Institute of Certified Public
Accountants (AICPA) Historical Collection

1971

Proceedings: Public Hearing on Leases, Section A - Transcript
American Institute of Certified Public Accountants. Accounting Principles Board

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_assoc
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Accounting Principles Board, "Proceedings: Public
Hearing on Leases, Section A - Transcript" (1971). Association Sections, Divisions, Boards, Teams. 532.
https://egrove.olemiss.edu/aicpa_assoc/532

This Book is brought to you for free and open access by the American Institute of Certified Public Accountants
(AICPA) Historical Collection at eGrove. It has been accepted for inclusion in Association Sections, Divisions,
Boards, Teams by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.

Section A

Transcript

PROCEEDINGS

PUBLIC HEARING ON LEASES
ACCOUNTING PRINCIPLES BOARD
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

October 14, 1971
AICPA Offices
1700 Broadway
New York, New York

SECTION A

TABLE OF CONTENTS

Thursday Morning Session
October 14, 1971

Page

Opening remarks and introductions by
Chairman Defliese

•

Presentations by:
United States Leasing International, Inc.
(see page 446 for position paper)

1

6, 111
7

Questions.............................................................................................

The . Irvine Company
(see page 348 for position paper)
Questions.............................

16

18

Lease Consultants
ofPhiladelphia, Inc.
(see page 366 for position paper)
Questions................................

20

22

Greyhound Leasing& FinancialCorporation
(see page 332 for position paper)
Questions................................

26

28
29

The Telex Corporation
(see page 435 for position paper)
Questions................................

Sperry Rand Corporation
(see page 429 for position paper)
Questions.............................

Leasing International
(see page 405 for position paper)
Questions.............................

32

36
38

42

43

Thursday Afternoon Session
Data Pathing, Inc.
(see page 224 for position paper)
Questions.............................
National Retail Merchants Association
(see page 413 for position paper)
Questions.............................
Air Transport Association
(see page 147 for position paper)
Questions.............................

i

48

55
59

62

68

72

Page

Financial Executives Institute
(see page 318 for position paper)
Questions.............................

75

77

Edison Electric Institute
(see page 310 for position paper)

85

The Financial Analysts Federation
(see page 316 for position paper)
Questions.............................

87

Securities and ExchangeCommission
(see page 425 for position paper)
Questions.............................
CNA Nuclear Leasing, Inc.
(see page 181 for position paper)
Questions.............................

Krambo Corporation
(see page 361 for position paper)
Questions.............................

88
94

95
97

101
109

110

Comments......................................

113

Adjournment...................................

117

ii

THURS
DAY MORNING SESSION

October 14, 1971
A Public Hearing on Leases, held before the Accounting
Principles Board of the American Institute of Certified Public
Accountants in the Conference Room, 11th floor, 1700 Broadway,
New York, New York, convened at ten-ten o’clock, Mr. Philip L.
Defliese, Chairman of the Board, presiding.
MR. DEFLIESE: Good morning, everyone! We are about to
convene the public hearing to be held by the Accounting Principles
Board on the subject of accounting for leases by both the lessor
and the lessee, and I’d like to introduce those present and also
indicate some of the ground rules which we will follow throughout
the rest of the day.

I’m Philip L. Defliese, Chairman of the Accounting Prin
ciples Board and a partner of Lybrand, Ross Bros. & Montgomery.

On my right we have the Committee on Accounting for
Leases by the Lessees, headed by Donald Bevis, of Touche Ross & Co.,
Kenneth Axelson, of J. C. Penney & Co., George Watt, of Price Water
house & Co., and Arthur Wyatt of Arthur Andersen & Co.

On my left is the Committee on Accounting for Leases by
Lessors, headed by Frank Weston, who, despite the article by
Mr. Stabler in this morning’s Wall Street Journal, is still with
Arthur Young & Co., and not Arthur Andersen; Robert Hampton, of
S. D. Leidesdorf & Co., Glenn Welsch, of the University of Texas,
and Warren Wintrub, of Lybrand, Ross Bros. & Montgomery.
As you know, the preparation for this meeting required
that persons who have an interest in either subject submit prepared
papers, all of which will become a matter of public record of this
proceeding. In addition, the call to the meeting included a rather
thorough exposition of the issues to be dealt with, and that too
will become a matter of record of this meeting.

Recently the Institute issued an Interpretation of Opinion
No. 7 on accounting for leases by lessors for the purpose of clar
ifying certain paragraphs in that Opinion. That Interpretation was
issued in an attempt to make it possible for a number of matters
that were more or less relevent to that Opinion to be clarified be
fore results of this hearing are determined.
As you know, the Board will at the conclusion of these
hearings consider all the issues presented, further deliberate on
the issues, and ultimately issue an exposure draft of an Opinion,
if it is considered necessary to either amend or rescind Opinions
No. 5 or 7, and those exposure drafts will then be issued to the
public for further comment; and upon receipt of any comment on those,
the Board will proceed to a final determination of either amendment
or revision of those Opinions.
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Consequently, it will be some time before a final deter
mination is made by the Board.
It was for this reason that it was considered imperative
that an Interpretation of Opinion No. 7 be issued at this time.
That Interpretation is to be made a matter of record of this pro
ceeding. Many companies involved in leases from the lessor stand
point or from the third party lessor standpoint were in the process
of public offerings and other registration matters down before the
SEC, and the Interpretation of Opinion No. 7 was considerably in
doubt; so the Board clarified that issue. This Interpretation, con
sequently, is intended to be effective until such time as the Board
as a whole either revises or rescinds Opinions No. 5 and 7.
Obvi
ously, some of the positions that are going to be presented today
will have a bearing on that Interpretation, and certainly we would
expect everyone to participate in that exercise.

In the rear there are copies of many of the papers that
have been presented, and you are welcome to take such copies, and
in your oral presentations refer to them to the extent that you con
sider necessary. There is also a copy of the agenda for this meet
ing, listing those who intend to make oral presentations during this
meeting.
If any. organization or any individual wishes to be heard
while this hearing is in session, please advise me some time during
the recess, which we have scheduled between twelve-thirty and two
for lunch. We certainly want anyone who has an interest in this
subject to be heard, and there is no prohibition against this, re
gardless of whether or not a paper has been presented, although,
obviously, we prefer papers to be presented in anticipation of an
oral presentation.
Because of time limitations, we naturally will restrict
the time any one individual appears before this hearing. We don’t
expect that we’re going to be pressed for time. On the other hand,
we must at the outset limit ourselves.

We expect that the question of accounting for leases from
the lessor standpoint will be dealt with first, and our schedule
has been so designed to deal with that. There is, of course, not
always a clear point of demarcation, because many people have inter
ests on both sides of the issue, and consequently we’re not going to
be able to always restrict ourselves to that sequence. But we will
attempt as much as possible to keep the issues apart if we can.
• After a person has appeared and made his presentation, the
Committees that you see before you will be asked to submit questions
to those appearing. These questions naturally are designed to elic
it elaborations on the matters presented, whether orally or in
writing, and, of course, to clarify any points that have been raised.

In addition, members of the Accounting Principles board who
are here present and whom I will introduce, will also be given an
opportunity to submit questions to those who appear. This is,
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obviously, designed to make certain that all of the members of the
Board have clearly in mind those matters that have been presented,
and consequently they need this opportunity to make certain they
understand that which has been presented.
In the oral presentations, as our ground rules have indi
cated, we will request that you not read the papers which have been
formally presented. On the other hand, you are privileged to read
any other statement that is submitted in addition to those papers,
and we would hope that these would represent more or less summations
and argument, particularly as it might relate to arguments that have
been presented by others in this hearing, and we encourage that sort
of commentary.
Now I'd like to introduce the other members of the Board
here who are present, and ask that they stand so that you can iden
tify them, and then we will proceed. These gentlemen are seated
in the first two rows here to my right: Emmett Harrington, of
Haskins & Sells, Louis Kessler, of Alexander Grant & Co., Newman
Halvorsen, of Ernst & Ernst, Joseph Cummings, of Peat, Marwick,
Mitchell & Co., Robert Ferst, of Laventhol, Krekstein, Horwath & Hor
wath, David Norr, of First Manhattan Company, and Charles Hellerson,
of Hurdman, Cranstoun, Penney & Co.

In addition, seated forward is Mr. Leonard Savoie, who is
our Executive Vice President of the Institute for Technical Affairs.
Dick Lytle in the rear, is of course, our Administrative Director
for the Accounting Principles Board.
point?

Do either of you Chairmen want to say anything at this
[Mr. Bevis and Mr. Weston indicated that they did not.]

With no further ado, then, we will proceed with the first
appearance, representing United States Leasing International, Inc.,
Mr. Brooks Walker.
MR. BROOKS WALKER: In view of the way the testimony is
set up, with a first session on 7 and then on
in view of the fact
that we have several specific and not particularly related points
we'd like to make on 7, I would like to request the opportunity to
speak briefly on 5 in the afternoon session, since I don’t think it
will flow very well to cover all these points at the same time.

Very quickly, to give you my biases in these hearings, if
that’s the way to characterize them, I am Chairman and Chief Execu
tive Officer of United States Leasing International. We believe
this is the oldest equipment leasing company in the United States.
We also claim to be the largest independent leasing company. At
the current date we have over $1 billion of original cost equipment
out on lease to various lessees.
We operate what is generally know as a direct lessor, us
ing our own funds to lease equipment to a broad variety of small
customers. We operate the leasing departments of twenty-three banks
around the country. We operate a leasing company for U. S. Steel.
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We do a large volume of individual leverage lease transactions where
the lessor is mostly a bank. In a joint venture with an insurance
company we do act as a so-called third party lessor to manufacturers,
particularly in the peripheral computer field. And we also operate
an REIT, which is in the business of acquiring and renting office
buildings.

So we are involved in most of the aspects of the subject
at hand today, with the exception of the handling of a lease by a
manufacturer who is leasing directly to a lessee.

On the subject of 7 I’d like to cover three points:
the
first, third party transactions, which I think is the most current
issue at the moment; secondly, the accounting for a lessor on socalled leveraged leases; and lastly, the general subject of account
ing for lessors.
Personally we regret the current situation in the SEC which
has focused so much attention on the third party leasing transaction
and the question of whether or not a sale is a sale, because it seems
to have taken the emphasis from what was originally planned to be a
fairly well-thought-out and deliberate review of the main questions
of capitalizing leases, particularly on the books of lessees.

I would like to say that we particularly regret that the
Board felt it necessary to throw in a new definition of a finance
lease in the interpretive ruling. We did not really see the need for
this as a part of the problems facing the companies in registration
at the moment, and it seems to put some considerable pressure on the
whole system that was set up for deliberate testimony regarding this
question. I assume, however, that that is an accomplished fact.
The interpretive ruling identifies three types of so-called
guarantee of recovery made by a manufacturer to a lessor. The first
one is the repurchase of equipment, an absolute obligation to repur
chase equipment from the lessor by the manufacturer, and we have no
disagreement with the position of the Board on that item.
It seems
to us that this is so nearly analogous to straight debt by the manu
facturer that the difference is not worth commenting on.
The second type of guarantee of recovery, identified in
this paper as the substitution of existing leases -- we think this
is a muddy question, and really deserves consideration on an indi
vidual basis of transactions. Going beyond the obligation of the
manufacturer to substitute leases, the question arises as to what
in the agreement happens if he is unable to substitute leases. And
in our feeling, if he in fact has no other obligation than to sub
stitute other existing leases if they exist at that time, then there
is not really an obligation against the manufacturer, not in the
sense of debt; and we question whether the funds received from the
third party lessor in this type of a transaction should be treated
as debt and the leases treated as though they were operating leases
directly written by the manufacturer.
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The third type of guarantee of recovery recog
nized in this
interpretation was the obligation of the manufacturer to secure
replacement leases. Sometimes -- and I think probably no one in the
industry today — marketing obligations by the manufacturer — those
obligations most often have some kind of priority position of the
lessor in the remarketing.

On the last point, first, it is our feeling that a written
description of the priority regarding releasing is simply the best
way we have been able to determine -- to define -- "best efforts."
If, in fact, you do not have a priority on releasing, I don’t think
you could really claim that the manufacturer has, in fact, exercised
his "best efforts" to release equipment.
Now, again, if the only obligation of the manufacturer is
to utilize his "best efforts" to release the equipment, and if he is
unable to do so, that is the end of his obligations. In our view
the third party lessor has taken a risk on the equipment. He is
betting on the equipment. He is not betting on the financial sound
ness or continued existence of the manufacturer. And very clearly
he does not -- and speaking as a company who has taken these kinds
of risks, we know that we do not have a call on the manufacturer.
The manufacturer very definitely, in our view, does not have the
kind of liability normally associated with debt, and has a very dif
ferent kind of liability than that recognized in situation 1, where
he has an absolute obligation to repurchase, which is a claim against
all of the assets of the corporation.

In summary, then, we believe that the interpretive draft
has taken an oversimplistic view of solving the current problems,
and that it should be amended to provide that third party transac
tions which cannot result in a general claim against the manufacturer
in the event of return of the equipment should be looked at on an
individual basis to determine whether they more nearly in total fall
into the category of a manufacturer’s operating lease or a manufac
turer’s finance lease with credit or maintenance contingent risk.
The second point that I would like to cover -- and I won't
really try to cover it, but we feel it should be looked at seriously.
It's a question of how the accounting should be handled for a lessor
under a so-called leveraged lease or a tax shelter lease transaction.
In our opinion there is more leasing in existence today under this
type of transaction than any other in total dollar volume by a very
substantial margin. The current accounting published Opinions are
inadequate, really, to cover this subject at all.

Basically, the situation today is that lessors under lever
age leases are analyzing the economic return of leases, including the
timing; and now with the investment tax credit, actual savings tax
advantages. These are a part of their yield analysis. However,
accounting does not allow today the transactions to be reflected the
way they in fact really flow through the books of the lessor, and
most particularly the way they are analyzed economically in the mar
ketplace.
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In my paper I have made some very specific suggestions of
how this may be handled. I think it’s too technical to cover now
in the time allowed, but I would like to stress that this is of major
significance, in our view, in light of the volume that’s been done,
and with the investment tax credit presumably coming back into effect,
this will again probably be the most dynamic segment of the leasing
business, and really should be covered by an accounting principle.
Now, on the general subject of treatment of leases under 7,
our position is essentially extremely simple. We believe that a
lease should be considered as a finance lease, and therefore a sale
by the lessor, if the initial noncancellable term covers substantially
the useful life of the equipment, and that, essentially, is one of
the points in the existing 7; or that the estimated residual value of
the property to the lessor is not material in relation to the noncan
cellable rental receivable during the initial term.

We believe all other leases should be considered to be
operating leases. We believe that all of the tests of risk and re
ward which the Board has attempted to cope with in writing 5 and 7
and which the staff has attempted to cope with in several of the work
ing drafts that have been sent out prior to this meeting can really
be broken down to the question of the value of the property at the
time that the lessor has at his sole discretion the right to retake
possession of it. At this point, whether it be twelve months from
the initial start of an IBM lease or forty years, the term of the
building lease, the question is still the same, really. At this
point the normal risks and rewards of ownership test come into play.

We feel that there are two major assets in the leasing
transaction from the point of view of the lessor -- receivables and
equipment -- and on that transaction when a lessor feels that the
value of the equipment, the so-called residual value or the value at
the end of the noncancellable term, is material in relation to the
other assets he is showing on his books, we say at some point in the
concept of materiality this lease switches over from a finance lease,
where the major asset clearly is the receivable, to an operating
lease, where the risk the lessor has reflected on his books has such
a material portion of equipment value risk in it that the whole
transaction should be treated as an operating lease.
We have not tried to cope with putting a numerical defini
tion on the term "materiality,” but suggested that that be left open,
as it is currently in many accounting concepts.
As 1 say, one other quick subject, the question of whether
5 and 7 should relate. We do believe that the same criteria can be
used in looking at leases for 5 and 7, so long as it is recognized
that the economic consequences to both parties to the lease transac
tion, the lessor and the lessee, are not always the same and that,
using the same criteria, you may come up with a different answer
under 5 and under 7 on the same transaction.

That's a very brief summary, Mr. Chairman, and I hope
can solicit some questions on our position.

7
CHAIRMAN DEFLIESE:

Thank you very much.

I think you will.

MR. WESTON: As a matter of interest in connection with the
"best efforts" matter, have you or other lessors had much experience
in taking effective action under that clause? In other words, have
you pressed any of the manufacturers in terms of what their "best
efforts" were. Have you tested in court or through legal action or
otherwise, or meetings, what "best efforts" really means?'

There are some people, as you know, that believe "best ef
forts" means much more than the words imply. Have you had any exper
ience in that area?
MR. WALKER: We have had none, and I don’t know of any
specific cases. There’s no question, from the point of view of the
legal community the question is a little muddy.

I think from the point of view of the company investing its
money in the transaction we have to assume it is no better than what
it says on the face of it. We are unable to get sufficiently com
forting legal opinion that it means much more than that.
MR. WESTON: And you comments about the substitute leasing,
or substituting another existing lease -- that would be measured,
presumably, in terms of how many of those there are around at the
time the original transaction is entered into, and what the risks-MR. WALKER:
That’s our view. Some of these agreements -and one of ours requires that we will not purchase more than half of
the equipment, and you can generally assume the other half will go
on lease directly by the manufacturer. However at the time that the
third party lessor’s leases are in sufficient trouble so he is re
quired to really pursue this remedy under the agreement, I think you
have to assume that the manufacturer’s leases will be too. The
equipment will be under attack from economic obsolescence, and it
will be attacked across the line, and if, in fact, the agreement con
tains no other enforceable claims against the manufacturer other than
substitution of leases, then our view, perhaps, is that this is some
thing that could be reserved for in the way the other leases are
accounted for on the books of the manufacturer; but it clearly is not
a general claim against the assets of the manufacturer.
MR. WESTON: Your second test, that the estimated residual
value of the property should not be material in relation to the ren
tal receivable during the noncancellable term -- one of the problems
that’s raised with us many times is the difficulty of estimating a
residual value of much of this equipment realistically.

MR. WALKER: I think on this point I have a little more
trouble in answering that when we get to
but in 7 I think the
answer is absolute. Our position is that the question is what he is
putting on his books, and we think that this suggestion has within
it a self-policing attitude which could well solve some of the les
sor abuses that have gone on in the industry for a while. There’s
no question that the residual value placed on the books of a lessor
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is management opinion, and auditors have an impossible time really
making much of a pronouncement on that opinion, other than to say
that it was developed the way the management said it was. They can
check it out, but then can't really check the opinion.
I think our view is clear enough on the question -- I hope
it is, anyway — that when you have enough material equipment risk on
there, then you have something more analogous to an operating lease.

The amount on the books, therefore is the estimate in our
method of looking at the opinion, and if the lessor chooses to take
a material equipment risk on his own balance sheet in the transac
tion, at that point we say: All right, it should be handled as an
operating lease, because that's an equipment risk transaction rather
than a receivable risk transaction. And we think this will solve
some of the -- as I say, it has a self-policing aspect to it.
MR. WESTON: The only problem, as you observe, is that
self-policing happens five years down the road, after the accounts
for the first year, and the income, and so on, have been determined;
and from a--

MR. WALKER: I think I'm not getting this across. I'm not
talking about the question of whether he ultimately gets the value
he sets. If you ever have that experience, obviously you can audit
that at some time. What I'm talking about is going in the day the
transaction is put on the books.
MR. WESTON:
That's what I'm talking about -- how difficult
that is for an auditor -- because there is no way for an auditor to
be satisfied that that is or is not a reasonable figure for a resid
ual value at the date the transaction is signed.

MR. WALKER: We do suggest that if the amount is material,
whether reasonable or not, in relation to the receivable, the whole
transaction ought to be handled as an operating lease, and the value
may be very reasonable, but this is best explained by real estate
leases, I think.

CHAIRMAN DEFLIESE:

Could I clarify that one point?

Assuming from a hypothetical basis that maybe 10 percent
is a measure of materiality -- we have no guideline on materiality
as yet; but assuming a 10 percent factor, then I would gather that
you would say that the present value of the lease commitment should
cover 90 percent of the sales value of the equipment in order for
this to qualify as a financing lease?
MR. WALKER:

Would you say that again?

[Laughter]

CHAIRMAN DEFLIESE:
We're saying that the estimated resid
ual value of the property to the lessor should be no greater than
10 percent -- the measure of materiality. Then the present value of
the rentals -- the leased equipment -- should be equal to 90 percent
of the cash sales value of the equipment.
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MR. WALKER: Well, we have written it a bit differently
in order to avoid the problems of where the cash value of the equip
ment is a little harder to determine. In a normal personal property
lease transaction it’s pretty simple, but in a lot of real estate
transactions, where the property may have been on for quite a while,
I think it may be a very difficult thing to determine adequately.
So we have suggested a relationship between the residual value taken
on the books of the lessor and the rentals receivable, and we sug
gested taking out the unearned portion of the rentals receivable, in
order to get away from the great differences that occur in that item
the longer the lease is.
But these two are absolute figures, obtainable just from
the balance sheet. They require no opinion, and that's the reason
we suggested it.
CHAIRMAN DEFLIESE: Let's stick for the moment, then, to
those situations where a cash value of the equipment is known, or is
reasonably established.

MR. WALKER:
Then, in essence, our suggestion is that you
relate residual value -- materiality of that -- to the cash value.

CHAIRMAN DEFLIESE: All right. Very good!
clears it for me. Are there any other questions?

I think that

MR. BEVIS: Do you in your own operation make any attempt
to evaluate useful lives or residual values before you enter into
an agreement with a manufacturer?
MR. WALKER: There’s one thing I didn’t say here, because
we're aware of the sensitivity of the issue. The greatest volume of
leases that we write are tax shelter leases, and we have opinions
from the IRS on almost all of them, and these are the two key ques
tions that we have to convince ourselves and the IRS.

In essence today -- and I know this is a hot issue, but
our definition of a lease, both in 5 and in 7, will pass the IRS.
Now, this relates to their definition of materiality, of course; but
this is, essentially, the two points they are looking at, and no other.
But, yes, we do cope with this a great deal.

MR. WINTRUB: Would it be fair to say that these leases
are full payout leases in your mind, regardless of the amount of
equity that you have actually invested in the transaction?
MR. WALKER: I think the most misunderstood term in the
leasing industry is "full payout." Almost everybody has a different
definition of it. U. S. Leasing would, in fact, make no profit if
we had no residual value, I can tell you that.
There are all kinds of definitions of full payout. I do
not think that a concept of leasing which says that the receivable
covers the cost plus an interest rate, incidentally, has much meaning.
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On many leases of ours the interest cost — small leases -- the
interest cost is a very small part of the cost of offering the
lease. Sales and operating costs are much higher, and to assume
that covering an interest cost somehow is a full payout lease
doesn’t make any sense to us. It’s just covering one of several
cost factors, and in certain kinds of leases it’s not the major
cost factor.
MR. BEVIS: How do you determine the interest rate to be
used in discounting a lease?
MR. WALKER:
finance lease?

MR. BEVIS:
MR. WALKER:

You mean, if it is determined that it’s a

Yes.
From the point of view of the lessee or the

lessor?
MR. BEVIS:
MR. WALKER:

MR. BEVIS:

From your point of view.

Your point of view.

You mean, in a negotiation?

Yes, in a negotiation.

MR. WALKER: Well, I think the easiest answer is, the
marketplace sets the lease rate. If you would like an answer to
how we analyze what the marketplace sets, we assume that the resid
ual value that we can obtain, that we estimate we will have at the
end of the lease, is the last payment in a series of payments, and
then we find an imputed interest rate on that basis. But that pay
ment, of course, is material as to whether or not the lease is
profitable.
CHAIRMAN DEFLIESE:

How do you determine the imputed rate?

MR. WALKER: It’s just a mechanical process. You keep
present value in this stream of level payments, plus one end pay
ment. We assume the residual comes in at the end of the lease.
That makes one more payment in a stream of payments. You just dis
count these numbers back at present value until you reach cost.
If
you go too far one way, you use a smaller number. You finally come
up with a number that will just amortize the cost.

• CHAIRMAN DEFLIESE: You can see we are trying to get at
a problem which confronts us all the time. What is the rate?
MR. WALKER: I don’t know. This is absolutely calcula
ble from the point of view of the lessor, if he knows his cost.
CHAIRMAN DEFLIESE: Do you use the lessor’s present bor
rowing rate as a benchmark? Do you use your borrowing rates? Do
you use prime rate plus a factor?
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MR. WALKER: I think we are talking about two things.
One question is:
What is the rate to a lessor on a transaction he
has written? If you knew what the residual value was, and you knew
what the lessor’s cost was, you can find what the actual rate is.
This is pure mathematics. There’s no opinion involved in it.
Now, from the question of the lessee, where you may or
may not know cost, and you may indeed have a different assessment
of residual, which the lessee has given up. Computing a rate is a
lot more complicated if you have a finance lease. In our view, the
lessee has probably a definable residual value that he has retained.
If he does not, we say it’s an operating lease to the lessee.
If you had a definable residual value and you knew the
cost, you could then impute arate on the transaction. If you do not
know the cost, which you often will not, then the question comes
back that I think has plagued the Board since they have been first
facing up to the question of capitalizing of leases on the books of
lessors — excuse me, of lessees.

CHAIRMAN DEFLIESE: Well, of
difficulty. It’s the determination of
that gives us the real difficulty, and
profit from manufacturing versus money

course we wouldn’t have the
the manufacturer’s profit
unless we can segregate the
cost, it’s difficult.

MR. WALKER: Yes, it is. And as I say, you really should
cover more than just money costs, because that doesn’t really cover
the cost of running a lease.

CHAIRMAN DEFLIESE: I have one other question concerning
the substitution of leases. You indicated that from your standpoint
if there was only the obligation to substitute a lease, this would
not be a sufficient commitment to destroy the financing concept. On
the other hand, we have the problem of the manufacturer who makes
the substitution, and I assume that here again the substitution would
require that a lease that would otherwise be considered a financing
lease would be used in substitution. Consequently, if the manufac
turer therefore has recorded that lease as a sale, he’s now faced
with substituting one sale with another, and my question is: How do
we account for that from a manufacturer’s standpoint?

MR. WALKER: My assumption is we were talking about what
we would all agree was an operating lease as the basic entity in all
of these transactions. Under this interpretive rule we are talking
about the end product being an operating lease, and an operating
lease has been acquired, plus the equipment, by the third party lessor.
I think, if they are finance leases, you have no real prob
lem. You have already covered that point, and you have said it’s
just the same as selling paper with recourse: set up a reserve. So
whether he covers that by substitution or something else, to me there
doesn’t seem to be a problem. When it’s an operating lease, however,
he is required to substitute an operating lease, and you will have a
book value at the time he is required to give it away. The question
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comes down to whether you can find a reasonable number which to
reserve for that contingent cost in the handling of reporting of
these operating leases.
Clearly, what the manufacturer has is some kind of obli
gation against his existing operating leases. He does not, however,
have an obligation against his corporate assets other than those
leases.
CHAIRMAN DEFLIESE: Apparently, then, you equate the sub
stitution operation as the equivalent of the recourse on credit?
In other words, you would say this is no different than the reserve
that might be required for recourse on the credit aspect of a fi
nancing lease?

MR. WALKER: What I’m trying to
transactions are nearer to that than they
now required to be reported, which is the
and borrowing some money and just writing
himself. They are clearly much nearer to
way they are now required to be reported.
CHAIRMAN DEFLIESE:

say is that many of these
are to the way they are
manufacturer going out
operating leases directly
that situation than the

Any other questions?

MR. AXELSON: Mr. Walker, you referred earlier to measur
ing residual values and measuring the materiality of these residual
values. Would you care to comment on your views as to how a resid
ual value should be measured when making this test?
Now, what I’m referring to is this. Would you relate,
for example, the present value of a future residual to the present
value of the total lease commitment, or would you use some other
type of measurement?

MR. WALKER: I think you can get very wrapped up in phil
osophical accounting here, and we have suggested a simplistic ap
proach in the basic belief that the more complicated and philosoph
ical accounting gets, the less useful it is to anybody.

What we really have suggested is that you should relate
the residual value assumed by the lessor to the equipment cost.
However, many times, since the equipment cost will not be known, we
used another way of defining it, which was simply the present value
of the receivables. But we’re really thinking of it in terms of
relation .to equipment costs, and perhaps we could better relate it
to the equipment — no, I think we should stick with relating it to
the receivable.
We’re trying to weigh two assets on the lessor’s balance
sheet, the receivable and the equipment, and at some point this
jumps over from basically a receivable risk to an equipment risk,
which is the characteristic of an operating lease.

MR. AXELSON:
So that you would for this purpose, then,
measure a residual, for example, forty years out against a receiva
ble value today? At present value?
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MR. WALKER:

That’s our suggestion.

Another approach would be simply to measure the receivable
against the residual. I submit that might have been simpler. I
think a simple answer is required here. The more you require dis
counting of numbers without any way of justifying the absolute rate
that should be used, I think, the more problems and confusion you
cause.
So although you can certainly argue the logic of why not
take a time value into these numbers, I think our suggestion — in
fact, if I take my own logic right through, I would have to say that
you really relate the residual to the receivable.

CHAIRMAN DEFLIESE:
Isn't this discounting the essence of
your business? In other words, everything depends on the cash flow
present value basis.
MR. WALKER: Yes, but from the point of view of the bal
ance sheet the residuals are not necessarily discounted, and I think
that's what we're talking about -- a balance sheet. I’m talking
about the number placed on the balance sheet. If that, in fact, has
a discounting built into it because the equipment value is a long
way off, it's still a number that winds up put on the balance sheet.
CHAIRMAN DEFLIESE: As of the moment we are obligated to
discount the receivable on the balance sheet.

MR. WALKER:

Yes.

CHAIRMAN DEFLIESE: And the question is whether or not
the residuals shouldn't be similarly discounted, if we are trying
to relate them to one transaction.

MR. WALKER: The trouble is that you are talking about an
opinion value, and I think that the residual goes on the books at a
number, and there is another question: Do you want to try to speak
to what an auditor should do in reviewing residual values established
by management?
We, in fact, as an example, build in a discount to the
residuals before we put them on our books if they are more than five
years out. To then require the auditors to come in and put a mechan
ical rediscount on this -- all that means is that we’re going to
build the discount in before it's taken out. It’s a management
opinion, and to discount an opinion number, I think, is putting pre
cision on a very imprecise number to start with.
MR. WELSCH: You are saying, then, that your residual
value is a present value when you establish it?
MR. WALKER:

Yes, sir.

MR. WELSCH: You say you have already taken that into ac
count, so you are comparing two present value amounts?
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MR. WALKER: Yes. My basic point is that a receivable is
a contractual obligation, and you could discount it, but to discount
an opinion which is a residual value seems to me refining something
that’s too imprecise anyway.

MR. WELSCH: Would you speak to one question in your pro
posal that I don’t understand? Is there an opportunity to sort of
play games with the relationship between the residual value and the
amount of the annual lease rentals?
MR. WALKER: The amount of the annual lease rental is
primarily determined by the term of the lease. This is by far the
greatest factor -- the term of the noncancellable portion of the
lease. The longer the noncancellable portion of the lease, the
smaller the annual lease rental.

MR. WELSCH: On your earlier point, then, you were saying
that the real rate of interest could be computed with given data,
such as cost and a residual value. If I understood you correctly,
you omitted to say that you would also have to know the lease rentals.
MR. WALKER:

Of course you would have to know that.

MR. WELSCH:
So the question that enters my mind is: How
do we determine the amount of the lease if we don’t assume an inter
est rate? It is true, the lease rentals have to cover all of oper
ating costs and the interest factor. So, from your point of view,
what does a rental amount include? From an economic sense it must
include an interest factor that you had in mind when you set the
lease terms.
MR. WALKER: Are you talking particularly from the concern
of a manufacturer writing leases? I’m not sure just where we are.
Are you talking about a third party lessor?

MR. WELSCH: I’m talking about a financing lease. I refer
to a financing lease and we were concerned earlier about the rate
of interest that should be used for discounting purposes.
MR. WALKER: You are talking about a financing lease where
for some reason you do not know what the cost was?
MR. WELSCH:

No.

MR. WESTON:

It’s your Example B.

I inquired about the interest rate.

MR. WALKER: At what number should you discount? If you
know the cost, I would say that you would use the rate that would
get you back to cost.
Now, the exception would be if you felt that that rate
wasn’t really reasonable; in other words, it didn't really cover
cost. If you don’t know the cost -- which is true in a manufacturer's
situation, or old real estate -- and your question is how much could
you book as income from that other source, particularly the
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manufacturer going into the transaction, then you get down to the
same problem you are going to have with doing it for a lessee, and
that is:
At what rate should you discount it? And I don’t think
there is any easy answer, and I think most of the attempts you have
made to come to that are reasonable, so I couldn’t give you from
our experience a simple answer to the question.

idly.

CHAIRMAN DEFLIESE: We’re going to have to move more rap
Any other questions from the panel?

MR. WINTRUB: Mr. Walker, again on the residuals just for
one moment, the way you described it I gather you tend to treat the
residual as more of a kicker, as compensation for entering into the
transaction, and your basic costs and revenue are strictly covered
by the lease, regardless of the term?
MR. WALKER: If you consider most of your profits as a
kicker, yes, but to stay in business we have got to make profits,
so I would say no -- very emphatically no.

If I made one point, I would say that that residual is a
very important profit, and I can tell you in these tax shelter leases
the lessees -- because we are involved in negotiations all the time -the lessees really fell that they are giving up something of value
in order to have a lease which will go for IRS purposes.

So I think in those areas, or a lease that today has a
tax opinion on it -- I don’t think you should consider the residual
that has either been given up by the lessee or retained is neces
sarily a kicker. It’s a material value.

MR. WINTRUB:
valuation, I assume.

Except that you are very conservative on the

MR. WALKER:
This is our basic point. If a lessor wants
to be that conservative, which may look overly conservative, but
then he is setting up his balance sheet with an immaterial equipment
risk -- at that point we say he should carry that as a financial
obligation, because the rate between the receivable, which is one
kind of risk, and the equipment — the rate is so favorable to the
equipment that it should be carried with that as a major asset.

On the other hand, the lessee may be able to establish
that he has given up something of material value, and could--

MR. WINTRUB: When I referred to "kicker” as being the
residual, you would buy the definition of the kicker as the differ
ence between the estimated residual, conservatively valued-MR. WALKER: I think I would have to know what you mean
by "kicker,” and where you are heading. I don’t know just what you
mean. Do you mean "kicker” being a bonanza, not being of substance,
or what?

16

MR. WINTRUB: I mean that from the viewpoint of the trans
actions you enter into, you would feel that you are not taking any
material risk on your dollar commitment, as far as coverage of costs
and expenses. Your leases convey to you no material risk of loss.

MR. WALKER:
that we write?
MR. WINTRUB:

Now you are speaking about the kind of leases
Right.

MR. WALKER: Yes, I think that the — yes, the material
ity of the residual position, although it’s the guts of our profit
related to our receivables -- there’s no question in my mind which
is the stronger asset. It’s the receivable, and the alternative
operating method is to treat the equipment as the major asset, and
that just simply isn’t the case.

CHAIRMAN DEFLIESE:
[There were none.]

Any questions from the Board members?

Thank you, Mr. Walker.

MR. WALKER:

Thank you.

CHAIRMAN DEFLIESE:

We will hear now from the Irvine Company.

MR. L. E. EBERLING: I must thank you for this opportunity
to appear here today. My name is Lanny Eberling. I am Vice President
of Finance for the Irvine Company.
Our problem touches on both 5 and 7, and we are primarily
a lessor. As an introduction, I will give a little background on
the Company and how we arrived with the accounting problem we have
today.
For the last 100 years the Company or its predecessor have
been farming the land that it owns in Orange County, and it became
active during the last ten years in the land development business.
Today approximately 90 percent of our revenue is from land develop
ment business.
The Company entered into the land development business by
primarily leasing land; then it began to sell land, and the oppor
tunity to invest in properties became available, such as shopping
centers, apartment houses, industrial buildings, and office buildings.

One of the primary reasons that we began this investment
program was to establish a more stable earnings mix, and also these
investment opportunities were very profitable. The example I have
used in my presentation shows a return of somewhere around 16 per
cent after taxes.
The accounting problem we have is that most of these proj
ects are financed by mortgage financing, and under generally accepted
accounting principles, using straight-line depreciation and interest
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on an amortized basis, the projects show reported losses, such as
reflected in our example during the first five to ten years.

Taking the example that I have given you on Fashion Island,
a project that was fully leased when it opened, you will find that
the reported depreciation and the interest expense in the early years,
amounts to in excess of 100 percent of the rental income before op
erating expenses.
We are operating these shopping centers and have operating
obligations for common maintenance expenses, etc. This usually runs
about 15 to 20 percent of the revenue. When you look at the project
over the first 25 years, the depreciation and interest will run about
40 to 50 percent of the total revenue. Yet in the early years of the
project we are reporting losses, because the depreciation and inter
est expense added together run in excess of 100 percent of the rev
enue, when we get to the 25th year the interest and depreciation is
running, maybe, 15 to 25 percent of the revenue, even without in
creases in the revenue.
In operating these kinds of projects, they are not leased
under a long-term 25- to 30-year lease. Rather they are leased,
for terms running from five to fifteen years, and our renewal exper
ience has been that rentals increase. In addition, most of our
leases in shopping centers have percentage clauses, which insures
that we do get increased rentals.

One thing we have done in the last few years is to use a
sale leaseback type of transaction, which is a means to solve our
problem. I do question whether this is the best solution. For
example, it restricts companies on where they can obtain financing.
It is sometimes very difficult to explain to a savings and loan
institution in California how these types of transactions work.
Or will such transactions fit within their governmental restrictions?
In the example presented to this committee I have shown
a number of different methods of accounting for owned and managed
real estate projects. We have come to believe, as we look at these
projects that they do not depreciate on an accelerated or on a
straight-line basis. I think it’s evident that the income from
rentals after operating expenses do increase over the life of the
project; at least, during the first 25 years.

Also, our experience has been that when a project of this
type is sold, let’s say, in the fifth, tenth, or even the fifteenth
year -- at least up to the tenth year — the sales price is equal
to the original cost.
Therefore, we believe the proposal that we have made in
our paper, that the use of sinking fund depreciation, is a rational
and systematic approach to depreciation for land development com
panies for their owned and managed projects.

The use of straight-line interest, is another alternative -that means it works in getting the objective of matching expense to
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revenue, but, quite frankly, I find it difficult to accept on a
theory basis. Certainly, it isn’t accrual accounting, and so much
emphasis is being placed on discounted cash flow — I believe,
quite frankly, that it may be a step backwards.

Another problem we have in explaining current accounting
for owned and managed real estate projects is that it’s very diffi
cult to explain to management, and also I notice in published annual
reports of other land development companies, that they are saying:
We are keeping our books on generally accepted accounting principles
and you have to remember that we’re in the land development business
therefore the income statement is not really very meaningful, there
fore, look at our cash flow statement.
I don’t believe that the cash flow statement is necessar
ily the proper way to look at these companies either. So it is a
dilemma.
I have a particularly difficult time trying to explain
this situation to my management, in which we have set up profit re
sponsibility centers, and we have to explain to some centers that
they are asset building, and not to worry about the accounting
losses -- which is not very reassuring.

Therefore, I believe it is an accounting profession prob
lem. The sinking fund method of accounts may be one solution, and
I wish you would take this proposal under consideration in your
deliberations today. Thank you.
CHAIRMAN DEFLIESE: I think you do recognize that we are
dealing with the real estate problems that you have mentioned,
particularly the depreciation aspect, in another committee that has
been formed for this purpose, and we expect that that problem will
probably be dealt with by that committee.
MR. EBERLING:

Yes, I understand that.

CHAIRMAN DEFLIESE:
of the panel?

MR. WESTON:

tests?

Are there any questions on the part

I have a couple.

What would you say your objective is in these various
What is your objective?

MR. EBERLING: I would say our objective is to — for
instance, I have a chart here which, hopefully, you can see.
[Hold
ing up a chart]

MR. WESTON:
MR. EBERLING:

MR. WESTON:

Are you trying to straight-line income?
That is the objective.

Why?
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MR. EBERLING:
I believe it is more reflective of the
actual transaction. For instance-MR. WESTON:
Not getting into too many details, I noticed
you straight-lined the interest only over the payment term, rather
than over the life of the property. It seems to me you ought to
straight-line the interest over the life of the property, rather
than the years in which you pay it.
MR. EBERLING: That would be an alternative. I did not
use that alternative in my examples and would not necessarily advo
cate it.

MR. WESTON:
You really raise a question which affects
Opinion No. 5 more than 7, I think.
MR. EBERLING:

Right.

MR. WESTON:
The question whether the interest shouldn’t
be straight-line -- and that raises a rather basic conceptual ques
tion as to whether interest is an operating type cost or whether it
should remain down as a financing type cost, to clearly show how
entities are financing their activities in their various projects
and so on.

What would you recommend the Board do in terms of that
area, which really, I guess, is the only one that’s related to 5?
MR. EBERLING: That’s the area that was particularly talked
about in 5 of matching level expenses to revenue. It would seem to
me that the sinking fund depreciation would give you that solution.

MR. WESTON: Is that because it gives you an annual income
that’s level, or because it has some relation to the obsolescence or
wearing out or reverse wearing out of the property?

MR. EBERLING: I believe it is reality -- certainly in
real estate -- I am not sure about equipment. I believe that when
you look at projects — office buildings in New York or in Los Angeles -you will see that the operating income from these projects does in
crease over their lives, particularly over the lives of the loan.
Certainly the lenders who loan money on such projects feel that
their equity will be there for the life of the loans. They are in
effect, using the sinking fund method of evaluation.
MR. WINTRUB: Aren’t you telling us also that sinking fund
depreciation is in fact an alternative to the finance method of re
porting income; that the effects of sinking fund depreciation on an
operating basis would produce results very similar to the finance
method of reporting -- the appropriate spreading of net income over
the term of the lease?

MR. EBERLING:

Yes, that’s exactly what I am trying to say.
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CHAIRMAN DEFLIESE:
were none.] Thank you.

MR. EBERLING:

Are there any other questions?

[There

Thank you very much.

CHAIRMAN DEFLIESE:

Lease Consultants of Philadelphia?

MR. ARMSTRONG: My name is William Armstrong. I’m Presi
dent of Lease Consultants of Philadelphia, Inc. Our firm is neither
a lessor nor a lessee. We are a consulting firm.
Mr. Chairman, Gentlemen:
Since I received the APB’s Ac
counting Interpretation of Opinion No. 7, too late to include my reac
tion to it in the paper that I submitted, I shall now address myself
only to that Accounting Interpretation. Please excuse the bluntness
of my remarks, but I think that the subject calls frankness. As was
said in The Godfather several times:
"There’s nothing personal; it’s
only business."
Gentlemen, I advocate that, first and foremost, the Inter
pretation to Opinion No. 7 be withdrawn, and that those of us who were
left out in developing that Interpretation be asked to assist you in
clarifying Opinion No. 7 where necessary; and second, I advocate that
the accounting society endorse a method, sales less reserve, for a
seller who incurs estimated liabilities as a result of warranties
resulting from that sale.

The timing of the release of the Accounting Interpretation
in September was quite inconsistent with the intended purpose of the
APB sponsored public hearings in October, 1971. Opinion No. 7 was
released in May, 1966, and since then no Interpretation has been
released on it, although 7 has been under study since 1967 by the
APB.
Yet within a month of notice that public hearings were to be
held, an Accounting Interpretation is made with no advance word to
recipients of the public hearing notice that such an action was con
templated.

In my case, I learned of the APB’s action on September 13,
verbally protested that day to the AICPA and sent a written protest
on the 17th of September. I protested because firms that were in
registration with the Securities and Exchange Commission were al
ready being subjected to the provisions of the Accounting Interpre
tation as early as September 13, even though the Accounting Inter
pretation had not yet been officially released.
• In summary on this point, why did this APB make such an
important decision when it did? In partial answer to that question:
I believe it was to provide the Securities and Exchange Commission
accounting authority for the regulatory action it has been taking
for the past year or so against peripheral manufacturers.
In short, the SEC staff was using Opinion No. 7 even though
it did not apply, but now, because of the Interpretation, the SEC's
action has been legitimatized.
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My second point in regard to this Accounting Interpreta
tion is in regard to its future.
Can it be withdrawn as a result
of the Board’s deliberations from this meeting? Or are these public
hearings too late?
If the results of these hearings are too late
the future plans for the Interpretation, many of us who
on this subject in contemplation of these hearings feel
been given short shrift in this matter, notwithstanding
of the Accounting Interpretation indicating that it may
porary in nature.

My third point is less administrative.
the accounting aspect of the Interpretation.

to affect
have worked
that we have
the language
only be tem

It is in regard to

I am in disagreement with the conclusions reached under
the title "Participation by Third Parties," pages 3 and 4 of that
Interpretation. I believe that section has no conceptual merit.
The value of accounting information lies in its correlation with
economic reality. Let me repeat: The value of accounting informa
tion lies in its correlation with economic reality.

Economic reality calls for accounting for a sale as a sale
and offsetting sales revenue, with a reserve equivalent to the esti
mated liabilities incurred by that seller. If the seller has no
obligations, that reserve is zero; and at the other extreme, and for
whatever the reason, if the seller has to guarantee repurchase, that
reserve may be so large that, when combined with the cost of sales,
he has had a loss. Nonetheless, there has been a sale if (1) the
parties intended to consummate a sale and (2) their manifestations
are consistent and otherwise support those intentions.
Take a case at point. Here are the facts. A manufacturer
wants to sell his product, which is leased, and he wants to sell it
to a buyer who is willing to pay cash for the product plus assign
ment or sale of the lease. In order to make a sale, the manufac
turer must make concessions which result in estimated future liabil
ities. Those are facts.
The reasoning for a sales less reserve accounting method
follows. The parties to the sale intend that there be a sale. The
seller intends to transfer title in goods for consideration —
price. The buyer intends to acquire the title to goods for their
future benefits to him. The parties agree to "terms of sale" that
are illustrative of persons who are agreeing to a sale, and char
acteristically these terms of sale are exhaustive in number, so
that they do not constitute any sham or any coverup. The terms of
sales, the forms used in making the agreement, and the conditions
discharged prior to the exchange of title for price are manifesta
tions of parties involved in a sale. As a result of this illustrated
sale, is it a sale or is it a loan? Which word really best describes
economic reality?

The accounting profession is saying that the word "loan"
is more applicable because of an operating lease with seller
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obligations that accompanies the other property rights acquired by
the buyer. If it is indeed a loan, then we must ask some questions
of the panel. Does the seller have an obligation to repay princi
pal plus interest, an important element of a loan? Does the buyer
look to a fixed return on his investment, an important element of a
loan? Or does he look for a future greater return within practical
limits as an equity investor would?

How should the buyer account for his disbursement of cash
and his interest in the property? The Accounting Interpretation is
silent on this subject, but if inconsistency of accounting as be
tween lessee and lessor was reason enough for us to join here to
gether, must not the advocates of consistency as between lessee and
lessor accounting advocate consistency also between buyer and seller,
or borrower and lender? If this is a loan, shouldn’t the buyer’s
entries be shown in much the same way as the lender’s?

A negative answer to that question, I believe, is no an
swer at all. A positive answer would further strain the applicabil
ity of Opinion No. 7, much like I believe its authority has been
stretched to cover sales accounting as between manufacturer and lessor.
Gentlemen, in summary, the implications, the complexities
that result from the APB’s Interpretation, I think, call for retreat.
There is a general revenue recognition problem involved in the sale
by the manufacturer to a lessor, and using paragraph 12 of Opinion
No. 7 is not a foundation for a solution to that problem.
If I have another minute, permit to philosophize just a
bit -- and I’ll philosophize with language used by accountants.

Accountants must use the facts in a given situation in
order to describe with accounting language what occurred. They can
not be regulatory as to what situations are permissible and what are
not. They must be clear, concise, and they cannot harbor any other
purpose other than that of describing. In this way they serve the
needs of the general and the business community.

If I may further quote -- and this is a quote from ARB
No. 43, "Accounting is essential to the effect functioning of any
business organization, particularly the corporate form. The test
of the corporate system and of the special phase of it represented
by corporate accounting ul
timately lies in the results that are
produced. These results must be judged from the standpoint o
f so
ciety as a whole, not merely from that of any one group of inter
ested persons."
And, gentlemen, that concludes my remarks.

I'm open for

questions.
CHAIRMAN DEFLIESE:
Thank you. I think you do understand
that the purpose of this hearing is to consider all questions in
relation to 5 and 7, and to decide what may be done with respect to
those two, regardless of any Interpretations.
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MR. ARMSTRONG: What I’m saying, though, sir, is that I
believe a great deal of damage has already been done to the per
ipheral manufacturers and to their shareholders, and ultimately I
think there are going to be damages done to the people who work
for these firms.
CHAIRMAN DEFLIESE: Well, I hear what you say, and I think
that you must recognize that the Board -- and the Institute -- is
dealing with these matters from the standpoint of the general public
interest in connection with financial presentations of all parties
involved, rather than just any particular class.
I take it from what you say -- and I’d like to further
point out that this entire hearing, obviously, is devoted to the
question of form versus substance, in that, inasmuch as leases ob
viously would never be capitalized if they were dealt with on the
basis of form. Consequently, we are trying to determine, in sub
stance, what has happened, regardless of what the party may say has
happened.
And I take it, too, that if you feel that in any third
party lessor situation if the buyer has the opportunity at any point
during contract term to put the property back to the manufacturer,
that it would nevertheless be considered a sale from your standpoint.
MR. ARMSTRONG: Yes, sir. I think that this is an extreme
case, and I think that this is extremely debatable, but on the one
hand I’m saying that there are sellers who incur no future obliga
tion whatsoever. Theoretically there is a reserve. That reserve is
zero. At the other extreme -- and again I repeat, for whatever the
reason -- a seller sometimes will make a sale. Wherein he will
guarantee repurchase — not that he will repurchase, but that he may
repurchase, should there be the occurrence of a particular event.
In that case you set up a reserve, and it results in a loss.
CHAIRMAN DEFLIESE: In other words, you would say that in
any sale situation if the buyer has the opportunity to put the prop
erty back to the seller, it is nevertheless a sale?

MR. ARMSTRONG:

Yes, sir.

CHAIRMAN DEFLIESE:

Thank you.

Any other questions?

MR. WESTON: Well, I guess I had the same general point.
I think your paper was a very excellent paper.

MR. ARMSTRONG:

Thank you.

MR. WESTON: The examples you give, unfortunately, don’t
come to the issue that Phil is raising, the hard cases in the middle.
Suppose we had a manufacturer who, in fact, had to repur
chase 75 percent of the items which he sold, under your view, to his
customers over the last five years. You see, there's a point at
which economic reality, to use your term, really must take over and
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say that these aren’t, in effect, sales. They are shipping the ma
terial to someone with an agreement to take them back, and the ques
tion is:
Should we record it as a sale in the first year, and re
verse 75 percent of them in the next two years? That, in the view
of many people, would mean that both years were wrong; that those
weren’t sales.
You do stress in your paper the intent of the parties, but
you say we should look at the evidence as to the intent. And, ac
tually, the evidence — the intent — really is difficult to audit
and difficult to put your fingers on. The substance of the transac
tion, which is what I think the accounting should be based on, is
that, really, these aren’t sales if 75 percent of them are going to
be returned. In substance there is no economic transfer, because
75 percent are coming back.

MR. ARMSTRONG: Mr. Weston, I think you draw the conclu
sion that if, in fact, a seller obligates himself to repurchase
equipment, that, in fact, most of the equipment would be returned
to him. I think that there are -- oh, we could take Sears, for ex
ample:
”We’ll give you your money back." This is a case of where,
in fact, you as a purchaser have entered into a sales arrangement.
You know that you can return what it is that you have bought from
this particular retailer, and you know that at the time you return
it you will get your money back.

MR. WESTON: Would you be happy showing 100 units sold if
you knew 75 percent of those would be returned within a month?
MR. ARMSTRONG: There has been enough experience developed
with a number of these retailers, such that even though they do say
they will give you your money back, there is no reserve set up for
it, because they know in large part these items won’t be returned.

MR. WESTON: Well, where there is evidence, of course -there are reserves set up where there is evidence they will, in fact,
be returned. What we are talking about is the breaking point of the
shifting of an economic value, and you believe that the intent, how
ever you measure that, and the legal paper work, possibly, and the
legal title might be more governing; whereas maybe what we are ques
tioning is whether we shouldn’t look at what happens in terms of a
number of transactions before deciding that every one is in fact a
sale.
I guess we have a philosophical difference in terms of
reflecting what we think is happening.

MR. ARMSTRONG: What I’m saying is that if we are looking
for a principle, I think the sales less reserve method is a better
way of establishing a principle than trying to consider some of the
other aspects, such as:
Is there an operating lease? Is there a
financing lease?

If there is an operating lease, what are the obligations
of the seller? Let’s consider one thing. Consider it as a sale,
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for the reasons given, then estimate the liabilities that the manu
facturer has to the buyer, and set those up as a reserve. I think
that you have a better principle there, something which is much more
enforceable.

MR. WELSCH: I have two questions.
you speak of, is it a liability?

MR. ARMSTRONG:

MR. WELSCH:

First, this reserve

Yes, sir.

And you would report it as a liability?

MR. ARMSTRONG:

Yes, sir.

MR. WELSCH:
Secondly, under your concept would there ever
be an operating lease, or would all leases be sales?
MR. ARMSTRONG:

No, there would be an operating lease.

MR. WELSCH: And what would be the distinction that you
would draw between them? Where would you draw the line?

MR. ARMSTRONG: We are now talking about a manufacturer;
that is, a seller who is selling his product to a lessor. The
manufacturer would have a sale. The lessor has made a purchase of
goods, and the lessor would have, quite likely, an operating lease -possibly a finance lease. That’s determined by the terms of the
lease itself.
MR. WELSCH: Your comments, then, relate only to one kind
of transaction; that is the three party arrangement?
MR. ARMSTRONG:

Yes, sir.

MR. WELSCH: Would you speak on the other situation, where
there is not a third party, but only a lessor and a lessee?

MR. ARMSTRONG: Mr. Welsch, I have directed all my atten
tion to just this one particular area, and I think that possibly
it’s best that I just go ahead and continue to confine myself to
that area.
MR. WELSCH: Are you suggesting that that particular type
of transaction should not be intermingled, let’s say, with other
types of leasing arrangements? In other words, are you saying that
this is a unique situation which ought to be considered separately
from the more or less usual lease?

MR. ARMSTRONG:
none.]

Yes, sir.

CHAIRMAN DEFLIESE:
Thank you.

MR. ARMSTRONG:

Any other questions?

Thank you.

[There were

26
CHAIRMAN DEFLIESE:

Greyhound Leasing?

MR. W. CARROLL BUMPERS: My name is Carroll Bumpers. I
am President and Chief Executive Officer of Greyhound Leasing &
Financial Corporation. We are one of the oldest and one of the
largest general equipment leasing companies in the country, with
approximately half a billion of equipment on lease.
You have received many position papers. You have heard,
and will undoubtedly hear more oral testimony on the accounting
principles which should govern manufacturers with or without con
trolled leasing subsidiaries.
Our positions on these matters have
been set forth in our paper, but today I would like to give you the
benefit of our experience as a relatively old and consistently prof
itable leasing company, and to suggest further to you that if you
determine that the original Opinion No. 7 must be changed, one
method of dealing with a nonmanufacturing lessor.

At the risk of redundancy, I would like to re-emphasize
the extreme danger of equating the financing method of accounting
with the sale or the installment sale. I think it's most important
that the Board expressly state in its future Opinion or Interpreta
tion that one concept has nothing to do with the other, and that
the Board definitely does not intend in any way to influence tax or
recording laws which have been so laboriously constructed over the
years.
When Greyhound Leasing enters into a lease transaction,
we look for our yield from four different sources:
first, rentals;
second, any applicable investment tax credit; third, the tax bene
fits from accelerated depreciation; and fourth, the residual value
of the equipment. The recent Interpretation of Opinion No. 7 deals
only with rental payments, and ignores the three other factors which
are very important to a lessor.

Except for one brief period several years ago, during
which we leased aircraft on short-term bases, we have always required
that every transaction return our cost plus a yield without consid
eration of the residual value. However, as in the case of U. S.
Leasing, the residual value is an integral part of our yield, and
usually represents the difference between an attractive and a not
acceptable yield.

In every single year of our history we have recovered more
for our equipment upon disposition than our estimated residual; that
is, more than we had shown on our books as the value of that resid
ual. After 17 consecutive years of making additional profits upon
disposition of leased equipment, we do not consider the recovery of
our estimated residuals as a major risk of doing business.
Our
greatest risks are assessment of the lessee's credit and failure to
recover our investment from the equipment if the lessee defaults in
the early years of the lease term. We feel very strongly, there
fore, that within reasonable limits residual values must be consid
ered along with rentals as a factor in determining whether a lessor
has a financing lease. Any applicable investment tax credit is,
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quite obviously, an important factor, and the pretax equivalent of
the ITC should also be considered.

To require the use of the accounting method under the
criteria set forth in the recent Interpretation of Opinion No. 7
will lead to distorted results in the case of Greyhound Leasing.
In our position paper to the Board we described a typical transac
tion of ours, and showed the yearly reported income as it would be
reported under an operating lease. The income ranged from approx
imately $6,000 the first year, when our investment is at its maxi
mum on a million dollar lease, to approximately $88,000 during the
eighth and final year, when our investment has reached its minimum.
Two consequences, in our opinion, are virtually certain
to flow from the use of the operating method, if applied to such a
lease. First, a lot of leasing companies are going out of business;
and second, those who survive and continue to lease, as we do, will
report grossly misleading profits and balance sheets. Neither of
these, of course, is intended or implied by this Board.

I will mention briefly our relationship with manufacturing
companies, who, in general, are manufacturers of commercial aircraft.
We agree to purchase a plane, and lease it to an airline, if the
manufacturer will agree, in the event of default by the lessee, to
absorb a small part of any loss we may suffer. We have placed a
modest residual on the plane, and even under the recent Interpreta
tion we would appear to have an indisputable financing lease, if we
had no agreement with the manufacturer.

Now, under the Interpretation it seems to us that, by
requiring the manufacturer to assume a part of the credit risk, we
as lessor may very well have converted a financing lease into an
operating lease, and we don’t believe the Board intended this result.
The intent of the lessor, within limits, should be an im
portant factor in determining the method of accounting. If the
lessor anticipates recovering his investment plus a reasonable prof
it, and does not anticipate releasing the equipment at the expira
tion of the original term, then he clearly intends a financing trans
action, and the accounting should be consistent. This is always our
intent. Nor is the useful life of the equipment, except in extreme
cases, particularly relevant in determining the method of accounting,
if the intent of the lessor was to enter into a financing transac
tion. However, the Board would be justified in establishing certain
standards in order to determine what constitutes reasonable intent.
We have suggested a maximum residual value of 25 percent
of cost, or 20 percent of aggregate rents, whichever is lower, with
the further safeguard, if you feel it essential, that any residual
of over 15 percent of cost be supported by an independent appraisal.
In selecting the numbers, we are simply utilizing our own
experience. We sometimes -- although seldom -- use a residual as
high as 25 percent, and whenever we go above 15 percent we ordinarily
confirm the estimate of our internal staff by an outside appraisal.
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The results in our case are clear: We have consistently recovered
more than the residual value recorded on our books.

To summarize our position, we agree with the original
Opinion No. 7, but if the Board feels that change is necessary, we
suggest that any lease should be deemed to be a financing lease if
the lessor intends to recover his costs plus a reasonable profit
by a combination of the lease rentals received over the noncancel
lable portion of the term, plus the pretax equivalent of the invest
ment tax credit, the tax benefits from accelerated depreciation,
and a reasonable residual value not to exceed the lesser of 20 per
cent of rents or 25 percent of costs.

In determining the present value of these items, the dis
count rate to be used, we believe, should be the lessor’s average
borrowing rate; but if we must set a standard, not less than the
prime rate plus an appropriate amount to adjust to the lessor's
required compensating balances and miscellaneous loan fees.
These standards are somewhat arbitrary, but we believe
that they are reasonable, that they are relatively simple, and that
they can be informally applied. Thank you.
CHAIRMAN DEFLIESE:

Thank you.

Questions?

MR. WINTRUB: Mr. Bumpers, if the pretax equivalent of
the investment tax credit is part of the recovery under the lease,
then shouldn’t APB No. 7, in the first place, have precluded finance
lessors from flowing the investment credit through in the year of
acquisition?
MR. BUMPERS: I hate to make a statement on that, because
we do not, and never have, and we would not be permitted to do so
by our auditors.
MR. WESTON: In connection with the determination of re
sidual values, could you give us some feeling for the type of equip
ment with respect to which you do obtain appraisals? We talked
earlier that determining residuals is a real problem.

MR. BUMPERS:

Yes, sir, but the answer is:

all equipment.

Now, to give you an outline of our portfolio, we have a
great deal of railroad equipment, rolling stock, and aircraft, mar
ine vessels, and the like; but we also go to the experts to find out
whether our staff is correct.

MR. WESTON:
their business?

What type of experts are these?

What is

MR. BUMPERS: Well, I don’t want to mention any names, but
we use what is probably the largest appraisal company in the United
States on general equipment. We have at least two firms that we use
in the case of aircraft. We use another firm in the case of railroad
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And, of course, we’re doing this simply for purposes of management,
not for purposes of satisfying our auditors.
MR. WELSCH:
On the point of residual value, are you book
ing present value, or is it future value?

MR. BUMPERS: No, sir. In determining our yield, of
course, we take into account the present value, but in booking it
we book the residual value without discounting.

MR. WELSCH: And that’s what you assume in your model -not the discounted value of the residual value?
MR. BUMPERS:

Yes, sir.

That’s right.

MR. WINTRUB: Mr. Bumpers, you made a comment when dis
cussing airplane leases that the manufacturers issued some kind of
guarantee. Would this type of guarantee preclude the airplane manu
facturers under the Interpretation of APB No. 7 from recording a
sale ?

MR. BUMPERS:
That’s our fear. And because I am not an
expert on manufacturing companies, we have refrained from addressing
ourselves to this, our point being that even if the manufacturer
should not have a sale, it doesn't change the nature of our lease
one whit from a finance lease to an operating lease.
In fact, we think that by requiring more security we have
moved further toward the position of financed leasing, and, of
course, if there is a result from the intention, it would move us
in the other direction.

CHAIRMAN DEFLIESE:
MR. BUMPERS:

Thank you.

Thank you.

CHAIRMAN DEFLIESE:

Telex?

MR. WILLIAM STYLER: Good morning! I’m William Styler,
and I’m Vice President and Treasurer of Telex Corporation. Our com
pany is engaged in several businesses. However, the largest of those
is the manufacturing and marketing of computer peripheral equipment.
We are one of those brave companies who take on the giant, IBM, as
direct replacement of their equipment.
That’s important, because IBM by its dominance of the mar
ket sets the rules. It introduces the new models. It causes the
technological changes which could result in obsolescence. It also
determines for all of us what lease terms are going to be offered,
because they are so dominant in this field.
The principal thing which they have done is to force all
of us to less than full payout leases of our equipment. As a conse
quence, we, at least, have adopted the operating method of accounting
for all leased equipment in which we retain ownership. So we have no
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particular axe to grind with respect to the question of financing
leases versus operating leases. We have readily agreed that in our
case the operating lease concept is applicable to the retained
equipment.
Therefore, my comments and the comments in the paper which
we submitted are strictly limited to the accounting for sales of
equipment, which is under lease, to third parties who are totally
independent of our company.

The first and most important point I would like to make
is that all third party transactions are not the same, and I think
that the Accounting Principles Board by its nature has to generalize
to such an extent that it attempts to try to treat them all as if
they were the same, and that simply isn’t true in relation to the
facts.

Now, certainly I would have to agree with the remark that
Mr. Armstrong made. I don’t believe that Accounting Opinion No. 7
was intended originally to cover third party transactions, and I do
think that the interpretive release which was issued tended to
broaden the scope of that Opinion beyond that which was originally
contemplated. I disagree with Mr. Armstrong to the extent that I
do recognize that there was a need for some definition of what the
proper accounting should be for these third party transactions, and
there was a complete absence of such prior to this interpretive
release.
Now, the important thing that I think we all have to think
through is:
What is the real nature of the transaction involved?
Obviously, if there is total recourse to the manufacturer, or if
there are full guarantees, whether they be in a direct or indirect
form, then I think it would be quite appropriate to at least defer
the profits, either through the nonrecognition of the sale and treat
ment as a loan, or through the reserve method that Mr. Armstrong
suggested. In either case you get the same result -- zero profit on
the transaction.

But our transactions have never had those features, and we
have had many of them. We have limited our remarketing obligations
to what has been described as "best efforts, first in, first out."
What that means, simply, is that if we have sold a piece of leased
equipment to a third party, and we also own some of that same type
of equipment, the first piece of equipment which comes off lease
would get the first order that we have available. The second piece
that comes, off lease, in terms of time, would get the next order.
So there is no priority.
It’s strictly first in, first out.
Now, that’s quite a different circumstance than the one
which has been alluded to, where there are guarantees and there are
priorities, and I think, therefore, it would require quite a dif
ferent accounting treatment.

The essence of this is simply to say that I do think that
if, in fact, title passes from one party to another, and if that
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new purchaser, being a third party, in fact assumes most of the risks
and rewards of ownership, it is a sale, and should be so recognized.

Now, I think there is a totally separate question, and
that is: How much of the profit on that sale should be currently
recognized, and how much of it must be deferred because of possible
contingencies ?

The other point that I think needs to be emphasized is
that the mere fact that a manufacturer who makes a sale to a third
party continues to render some management services for which they
are compensated does not negate a sale. For example, we provide
maintenance service on both the equipment which we sell to third
parties and the equipment in which we retain ownership. We make an
identical maintenance charge to the end user, which is our income,
not a part of what goes to the third party. So, obviously, the
maintenance service which we provide isn’t a burden on us.
Additionally, we think that the remarketing clause which
we have in our contracts — and, incidentally, we are stopping using
the words ’’best efforts," because there is a problem of what in the
devil they mean. Here is what we think they mean, and this is what
our latest contract says. It doesn’t use the words "best efforts
It simply says that Telex, to the extent that it has or obtains
orders will remarket this equipment on a first-in first-out basis
with its own equipment. We have simply chosen to define what we
think the words "best efforts" mean, and we do it by a change in
the contract language.
But, nevertheless, I want to point out that this remarket
ing is not a burden on us. In fact, we think it’s a benefit. We
can visualize that the marketplace for our equipment could be chaos
if we had independent third party owners out there marketing in
competition with us at, possibly, different prices and, possible,
different terms. And we think it’s of great benefit to us that we
can control the marketplace because we do have the remarketing priv
ilege, as I call it, of handling all of the equipment, whether or
not it’s owned by us or a third party.

So, again, please don’t think in terms of remarketing as
being a burden. In fact, if it’s properly done, it can be very
helpful.
And certainly we’ve all seen examples — not in our busi
ness but in real estate -- where management services continue to be
provided for a fee for handling of the rentals of a building or
maintenance of a building, or whatever may be involved, even though,
in fact, that building has been sold by that real estate manager to
somebody else. So the mere fact that you provide services for which
you get paid certainly doesn’t negate a sale.
Now, the other thing that I’m fearful of is
Board might over-react to some of the well-publicized
have occurred. I certainly have no argument that if,
are making a sale to a supposed third party, and that

that this
abuses that
in fact, you
third party
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is or will be a wholly owned subsidiary, you can’t count it as a
sale, and I’m not proposing that in any sense of the word. I’m only
talking about third party sales to totally independent companies who
are not related in any way to the manufacturer.

The next thing that I think the Board should consider in
its deliberations is: If, in fact, there is a need for interpreta
tion or rules -- call them what you will — of the third party
transactions, and as to when and where they can be booked and how
the profits should be reported, I think that the Board cannot gen
eralize to the extent that it has attempted to do so up to now. I
think it’s going to have to be a great deal more specific, if they
are going to bring order out of the chaos that currently exists.
For example, the word "substitution" has been used here
this morning. We don’t have this in our contracts, but Just as an
example, what do you mean by substitution? A 100 percent pool, a
50 percent pool, a 10 percent pool? When do substitution pools
constitute an indirect guarantee? At what level?
And I think it’s that kind of an approach that the Board
is going to have to take if they are going to be helpful to us, who
are trying to operate businesses. And, incidentally, we too are
one of those companies currently in registration, so we do have
that problem as well.

Finally, it’s clear to me as a refugee from the public
accounting profession [laughter] that you can’t have Accounting
Interpretations which are going to result inevitably in one asset
appearing on two balance sheets, and where you have created on these
respective balance sheets liabilities and receivables which in fact
don't exist. There’s not going to be a payment. Nobody owes you.
How in the devil can you possibly set up a receivable under that
circumstance?

Conversely, how could the manufacturer set up a liability
when he is never going to pay anybody anything? That is certainly
not the purpose of good accounting principles.
That, I think, is the essence of my highlights of our
prepared paper, and I’ll be happy to try to respond to any questions.

MR. WESTON:
Could you give us a brief summary of the
residual aspects? Your paper states that you don’t believe that
the retention of certain residual rights is all that important, and
I wasn’t quite clear as to what you meant. This is on page 6 of
your paper.
MR. STYLER:

I would be happy to.

In almost all of our transactions we do, as compensation
for providing for these management services — the bookkeeping, the
collection, the remarketing — even though, as I stated, I think
there can be additional compensation for providing these services,
our normal contract provides that after the purchaser receives a
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certain stipulated amount, whether it be expressed in terms of num
bers of months of rental or percentage of original investment, or
whatever it might be -- and it varies from case to case -- then we
do come into a share of the future rentals.
However, I don’t consider that to be truly a residual
per se. It’s an additional compensation for our providing certain
management services. It’s a measuring stick of those services.

MR. WESTON: Why is it after the payout period it jumps
to, say, 30 or 40, or whatever the percentage might be? Are the
services that much more valuable at that time than they might be
during the earlier periods, when you get 10 or 20 percent?

MR. STYLER:

No.

MR. WESTON: It seems to many of us that what you might
call an on-going residual interest after the payout period does raise
some questions as to whether or not the entire economic value of the
property was sold; after someone else who has financed it gets his
money back, then we share together.
MR. STYLER:
Well, in a sense I suppose you could put that
interpretation on a portion of that, but, in fact, what we think we
are doing is to provide for an on-going fee arrangement for services
we provide; and, in fact, those services do get more difficult as
time goes along, because of obsolescence factors. And, lastly, I
think that the mere existence of such a residual interest, which has
a very, very low present worth because of the extension of time that
will occur before it comes into play, is such an immaterial factor
in looking at the entire transaction that it should not be given any
great weight.

MR. WELSCH:

If it were material, it would be given weight,

right ?
MR. STYLER: Well, if it were material in terms of present
worth, yes. But certainly when you are talking about a 30 or 40 per
cent interest that starts seven or eight years down the line, it
would be pretty difficult to give it any great materiality

MR. BEVIS: Mr. Styler, would you be a little more specific
why you use the operating method on equipment owned, in contrast to
finance ?
MR. STYLER: We got tired of Mr. Brilloff’s articles,
for one thing.
[Laughter]

No, actually, what happened was this. In the beginning
of our company we financed our growth primarily through the sale of
leased equipment to third parties, and we sold virtually everything
which we put into the field, and at that time we felt it was appro
priate to use the financing method, because we were in fact selling
virtually everything, and the financing method permits a smooth flow
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of earnings as shipments are made, rather than a peaks and valleys
situation that would occur with periodic sales.

However, beginning with the fiscal year that ended last
March 31, we determined that we were going to begin to retain owner
ship of a much larger proportion of the assets which were placed in
the field, because we wanted to build a rental base for future in
come purposes. So last year we kept about 35 percent of the equip
ment which we placed. This year we contemplate keeping about 50 per
cent. Next year we contemplate keeping about 70 percent, and after
that 100 percent. We think we will have built our rental base to
the point where we can do that.

With the recognition that we were changing our policy with
respect to the retention of this equipment, we felt it was appropri
ate to change from the financing to the operating method, and we
did so.
MR. BEVIS: I don’t think that answers my question. Reten
tion of the ownership of equipment to me does not negate the finan
cing method, if the lease meets all the requirements of the financing
method.
MR. STYLER: No, sir. I agree with you that it does not,
but in our case, because all of our leases are cancellable at the
end of twelve months without penalty, because that’s the way IBM
sets the rules, we think that they do not meet financing method tests.
I'm not saying that no leases could. I'm just talking about ours.

CHAIRMAN DEFLIESE: Do I understand you to say that essen
tially you would prefer to see the Opinion read not that all the
risks and rewards of ownership be passed on to the purchaser, but
most or some of the risks and rewards of ownership be passed on, and
some may be retained?

MR. STYLER: That's correct, and I think it’s a fact situ
ation that has to be looked at in each instance. I don't think it's
a thing that you can generalize on, and have rules that are going to
be fair for all of those who are governed by them.
CHAIRMAN DEFLIESE: Where would you set the line of demar
cation as to how much of rewards could be passed on and how much
could be retained?

MR. STYLER: Well, I suspect I have got some people in
the room with whom I negotiate from time to time, and I'm going to
get as much of those rewards as I can. The practical economic facts
are going to set that, and to whatever extent I can negotiate re
wards, why, God bless me!
[Laughter]
CHAIRMAN DEFLIESE:

Any other questions?

MR. WELSCH: Having negotiated, you still have the problem
of how to account for it.
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MR. STYLER: Well, perhaps so, but I say to you that I
don’t think that the rewards factor is of great importance in deter
mining whether or not there is a sale. I think that that’s largely
determined by who takes on the risks of ownership.
MR. WELSCH: Well, if I understand what you have said, you
are essentially supporting Opinion No. 7 at the moment -- the way it
is now written.
MR. STYLER:

If we presume it’s been extended in its scope,

MR. WELSCH:

Yes.

yes.

MR. STYLER: With the exception that I don’t think that
third party transactions have been sufficiently covered, and certainly
not specifically enough, and that I feel very strongly that you have
to take a reasonable and realistic look at the risks and rewards, and
who is retaining what. And I think the risks determine whether or
not there is a sale, not the rewards.
MR. WELSCH: Do you feel, as the preceding gentleman did,
that the three-party situation is sufficiently unique to require
special treatment, rather than general treatment?

MR. STYLER: Yes. Well, when I say that, I don’t quite
mean special treatment. That isn’t the word I’m looking for.
MR. WELSCH:

Well, special consideration, then.

MR. STYLER: I don’t care whether you do it as a part of
Opinion No. 7 or as a new one. I just couldn’t care less which way
you do it. All I’m saying is that when you do it, I think you are
going to have to have specific enough guidelines that it's not going
to be subject to various Interpretations which could cause some
companies -- fortunately, not us -- to be in the position of having
issued statements to the public as to what their earnings have been,
and then be second-guessed by a government authority; and I think
you have an obligation to create specific enough guidelines to pre
vent that from happening.
CHAIRMAN DEFLIESE: Would you draw any distinction between
remarketing and substitution?

MR. STYLER: Oh, yes. I think if remarketing is limited,
as ours is, to simply what I have defined, I think "best efforts"
have to be on a first-in, first-out basis. That’s considerably less
of a burden than would be a substitution requirement, where we had
to take into our assets an unleased piece of equipment in place of
one which was under lease.
CHAIRMAN DEFLIESE: Of course, in both cases, the manu
facturer gives up a potential lease or a sale, doesn’t he?

MR. STYLER: No. I think, on the contrary, if we didn’t
have the privilege of remarketing, we could create — and would
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create — complete chaos in the marketplace.
remarketing is not a burden.

And I think that this

On the other hand, it’s a benefit to the manufacturer.
If there were eighteen people out there offering the equipment on
all sorts of terms, you would have the damndest mess you ever saw.

MR. WESTON: From an income standpoint, though, you are
giving up the income on your lease when you are substituting?

MR. STYLER: Oh, on the substitution I quite agree that
that is a burden. I’m not arguing that point. I think that if you
are having to give up a piece of equipment on from which rental is cur
rently arising and you are taking in in place of it a piece of equip
ment which is not under lease, you have hurt your position, obviously.
MR. WESTON: Do you recommend that some estimate of that
be made at the time of the original sale, in accordance with setting
up reserves for estimates of those future costs?

MR. STYLER: Yes, I would think that the best way to deal
with that would be to provide for some kind of a reasonable reserve
and charge that against the current profit that’s realized on the
sale, and bring it into profit only as it doesn't occur.

MR. WESTON:
Phil’s question -- and it gets rather com
plicated there, because if you are substituting equipment that is
now on a financing lease -- you may want to provide for it in the
beginning, but many people say: If you are only substituting an
operating lease, then all the consequences to you are that you lose
future income from that lease, and the fact that you don’t get future
income doesn’t have anything to do with the income you made on the
sale last year. There’s a little difference in terms of the type of
lease you estimate, I think, and we haven’t spelled that out in any
great detail.
MR. STYLER: No, I would have to say you haven't in any
thing that I have seen on paper to date. That's part of my problem.
But I would have to recognize that there are certain accounting
questions which arise in connection with substitution requirements,
and I think reserves can be measured and should be provided.

none.]

CHAIRMAN DEFLIESE:
Thank you.

MR. STYLER:

Any other questions?

[There were

Thank you very much.

CHAIRMAN DEFLIESE:

The Univac Division of Sperry Hand?

MR. HARRY STEINBERG: My name is Harry Steinberg. I'm
Vice President and Controller of the Univac Division of Sperry Rand,
and I'm here today for the Sperry Hand Corporation.
The gist of our objection to the Accounting Interpretation
is the criterion for the recognition as a financing lease. We. Like
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the Telex Corporation, are a manufacturer in an industry dominated
by IBM, where leasing is a marketing necessity for financing the
customer. We have two basic leasing policies. We will rent to a
customer on a one-year rental contract, and we will lease to him on
a noncancellable five-year lease.
The competitive pricing structure is such in the industry
that the full purchase price plus interest cannot be recovered in
the lease period, in this five-year period. Most customers are not
willing to contract for any more than the five-year lease period.

We calculate the residual, hopefully, when we formulate
our lease prices, at approximately 5 to 15 percent. That means that
we would have to get that much to have the transaction equate to a
sale at our list purchase price.
I say "hopefully,” because I think, as all of you know,
this industry has been technologically explosive. It’s impossible
to know how many computers we’re going to sell next year of the ones
we announce today, let alone what they are going to be worth five
years from now. And so our price is set — the lease price is set -as a competitive economic mechanism, and then it’s put as a backdrop
against the purchase price. It is not the other way around.

Many times — and this is parenthetical — it will recover
a greater purchase price than one we may give on a quantity sale or
one that we will give to an educational institution. So it is some
thing that will run a satisfactory profit to the organization.

With this backdrop of the realistic pricing environment,
we come to our second major point. Since the present value of our
five-year leases — and that is the depreciable useful life of our
equipment — runs from 85 percent to 95 percent of the sales price,
we feel it’s a distortion to record less than 20 percent of that
value in the revenue and gross profit for that year. I think the
best proof of this that I can muster is the subsidiaries and the
profit centers that we have around the world. We feel that if the
German subsidiary sells outright a $2 million computer, and the
French subsidiary leases a $2 million computer for a five-year term,
they have both accomplished the same type of performance. We feel
that our internal management must look at that as the same type of
performance, and we come to the inescapable conclusion that if that
is the clearest picture for our internal management, it should be
for the investment community, for the stockholder, and for the public
at large.
We feel that the criterion should be modified; that if the
Board changes it to state that the lease runs for the depreciable
life, that that would be a safeguard in any circumstance that I can
conceive of. If there is any loophole, then it could be added that
a substantial portion of the purchase price should be recovered. A
quantification at 100 percent, a quantification at 90 percent, I
think any absolute quantification, although very tempting, will prob
ably lead to a distortion, and it has been my experience that when
anything is quantified, then everything gets twisted and distorted
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to meet that quantification, and I think there’s not much doubt
about what a substantial portion of the purchase price would be.
Thank you.
CHAIRMAN DEFLIESE:

Questions?

MR. BEVIS: Is it clear, Mr. Steinberg, that the present
value of five-year lease payments in your case is less than the
fair value of the equipment? So you have to rely on some residual
value ?
MR. STEINBERG:

To have it equate.

MR. BEVIS: Mr. Walker pointed out that the residual was
the last payment. Aren’t you arguing the same point of view?
MR. STEINBERG: I’m arguing very much the same point of
view as Mr. Walker from a different point. As a manufacturer, I
will console myself with 95 percent of the purchase price. I don’t
need the kicker, or any residual. It would help profitability, but
if I had to scrap that equipment at the end of the sixtieth month
of the lease, then I still feel that I have not made a bad deal.
MR. BEVIS: What imputed interest rate do you use in rec
ognizing income under the financing method, and how do you arrive
at it?

MR. STEINBERG: Our actual current interest rate when I
compute ours; whatever that happens to be for the fiscal year that
we put together the plan for the equipment.
MR. BEVIS:

You as a lessor; not the lessee’s interest

rate?
MR. STEINBERG:
course?

Oh, absolutely!

Yes.

MR. WESTON: What happens to this residual in the normal
What’s your experience generally on this 5 to 15 percent?

MR. STEINBERG: We have not had any. We started the
policy of the five-year leases in the beginning -- we announced it
just about exactly five years ago, and the first leases will run
out under it during 1972.

MR. WESTON:

What do you think will happen?

MR. STEINBERG: I think a variety of things will happen.
[Laughter] I think we will get some equipment back, and we will
scrap it. I think some equipment will stay out at certain lessees
oh, maybe eight, nine, ten years. I think certain equipment they
will want to send back, and we’ll say: Give us a little bit more
than two-three months’, four months', rent, and we'll let you keep
it. It’s not worth anything to us.
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So a variety of things will happen, according to what
the equipment is and according to what the market is at that time,
and that’s why we don’t even try to conjecture what may happen at
the end of the period. Our sole concern is: Are we getting a
substantial portion of the selling price?
MR. WESTON:
nominal amount?

Does the lease have a renewal option at a

MR. STEINBERG: No, the terms of the lease are that it
will continue unless cancelled by either one of the parties.
MR. WESTON:

Presumably at the same rate, then?

MR. STEINBERG:

Presumably.

MR. WELSCH: Mr. Steinberg, are your one-year leases, all
operating leases, and your five-year all financing leases?
MR. STEINBERG: We have not gone to that. There were
other points in the Opinion. We are not on the financing method
right now, and we have just made up our minds that we are going to
go to it.

We had been doing other things. We had been selling
equipment, and we felt that the financing method is preferable -this was an internal management discussion for a long while, and we
have been using the measurement system internally, and we're going
to go to the financing method.
MR. WELSCH:
Thus far all of them have been operating type
leases, as far as your accounting is concerned?
MR. STEINBERG:

Yes.

MR. WELSCH: Now, then, what distinctions are you going
to use to decide what leases will go on the financing basis?
MR. STEINBERG: Well, hopefully, the one I recommended.
Our distinction will be: If the lease covers the depreciable use
ful life of the equipment, we will use the financing method.
MR. WELSCH:

That will be your only criterion?

MR. STEINBERG:

Yes.

MR. BEVIS: You just said "plus a residual value;" other
wise, you said you wouldn’t make any money.
MR. STEINBERG:

MR. BEVIS:

No, we would not lose money.

Now I’m a little bit confused.

MR. STEINBERG:

We would get less of a purchase price.
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MR. BEVIS:

Less than the selling price?

MR. STEINBERG:

Yes.

CHAIRMAN DEFLIESE: In other words, you would say that you
would record it as a sale, and expense the entire equipment?
MR. STEINBERG: Yes. In our industry the capitalized value
of the equipment is a smaller portion of the selling price; you know,
concomitant costs such as marketing, and so on, which go on.

CHAIRMAN DEFLIESE:
in your receivable?

And you would provide for no residual

MR. STEINBERG: No, we would not, because there we would
feel we would be anticipating income, and we really have not tried
to anticipate income.
MR. WATT:

I would like to ask a question.

In setting new criteria one of the objectives may be ob
jective measurement. I’d like to think that your suggestion of the
depreciable useful life is a real key. To me that may be more dif
ficult to set than computations based on costs and interest rates
which we know.

Would you comment on that problem, of setting what the
useful life is when the equipment first goes out?
MR. STEINBERG: Well, in our industry, of course, it’s not
really a problem, if you have as a premise that the depreciation
life is the useful life; in other words, for new equipment. That
must be done, because there is nobody in the industry that has only
long-term leases.
So you have to set that life for your one-year
rental equipment. So I think there is no chance then to find a
loophole under that.
When you have used equipment, as the equipment matures,
let’s say, you have some equipment that was out on a one-year rental
contract, and it comes back after three years from the customer that
had it. At that time, as we have done before and we will continue
to do, we have set a price for that for a long-term lease. We would
rather have a long term lease -- most of our costs come from having
equipment come in to the one customer and out. So we would set, say,
a useful life of three years, and set a price for that, and we feel
that this could be done one time then. It would never be done on
anything where we had had the five-year lease previously.

MR. WINTRUB: Mr. Steinberg, with an asset in an industry
which typically employs a five-year life, the idea of using life to
measure the financial lease seems to be in order. Would you suggest,
however, the same criteria be employed, for example, with a railroad
car which might be deemed to have a 30-year life, to determine qual
ification as a finance lease? Would you then say that the manufac
turer must offer a 30-year lease in order to qualify a financial
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lease, as compared to, maybe, a 15-year lease, which is more common
in that industry?
MR. STEINBERG: I would offhand, but I'm essentially a
humble man. I find it tough to keep track of my own industry, and
I really don’t know. I don't know the conditions in the railroad
industry, and I really don't know how different they are; but I
would follow the same philosophy.
MR. WELSCH: On your single criterion, length of life, the
fact that return on the lease — the lease rental — is more or less
than your cost or investment is of no consequence-MR. STEINBERG: No, I said there could be a possible amend
ment. I could not think of a loophole in my industry, but you may
have a loophole in others, and I say a second factor could be that
you must recover a substantial portion of the sales price of the
article when you go through this useful life lease.
A third one might be a definition of continuing rental pay
ments throughout the period. There might be other things where I
have not thought of a loophole in our situation, you may think of
loopholes for. In other words, not being able to use just the sin
gle criterion of useful and depreciable life, you may want to hedge
it with other safeguards.

MR. WYATT: Would your estimate of useful life change as
you moved nearer the end of a generation of equipment?
MR. STEINBERG:

For used equipment?

MR. WYATT:

new equipment.

For

MR. STEINBERG:
For new? No, we’re constrained that it
doesn't. We have a five-year life to all our equipment. I think
it’s part of the answer of — we’re not sure of residuals.
I guess there are two points to make. There is a process
of adverse selection. The ones who intend to use it for a long
period of time would buy it from us. We would rather they would
lease it from us, but we can't control that.

A second point is that we go to a declining balance method
of depreciation, because we’re not that sure that the equipment will
even stay out the five-year life. We're conservative in that ap
proach. We're very conservative in all of our approaches. We're
not sure of any life beyond that.
none.]

CHAIRMAN DEFLIESE:
Thank you.

Any other questions?

Matrix Leasing International?

Leasing International?

[There were

[No one responded.]
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MR. F. W. BRISCOE: Thank you very much. My name is
F. W. Briscoe. I’m Vice President of Leasing International, in
Atlanta, Georgia.

Gentlemen, we are entirely an automotive lessor. I don’t
believe we have covered things here this morning that you should
consider for an automotive lessor. The main thing we have been
discussing is the determination of proper residual value and the
risks associated therewith. I contend that in automotive leasing
you have, or should have, a greater residual value percentagewise
and that there is little risk in estimating automotive residual
values. I think Mr. Bumpers hit on trying to apply a "proper" sal
vage value.
Now, if I might just take a moment and try to get into my
own language. So that I can talk with you, I refer to a finance
lease as an open-end lease, and an operating lease as a closed-end
lease.

If I make a mistake and say "open" or "closed," we will
know exactly what I’m talking about.
In an open-end automotive lease, the lessee is responsible
for the residual value, or the salvage value, of the vehicle. In a
closed-end lease -- or an operating lease, as you refer -- the lessee
is responsible to the lessor that the vehicle is returned with only
fair wear and tear. That is, as I have stated in my letter here,
we define fair wear and tear as minor scratches on the doors, and so
forth, and other than fair wear and tear would be slick tires, ex
cessive body damage, holes in the seat, or abuse of the automobile
or the truck.
Now, if we bring the same principle to apply to equipment
leasing as we do automotive leasing -- that is, if. I understand cor
rectly the general discussion that has been going is to try to apply
a full payout or approximately a full payout, and most of you are
talking about 5 to 15 percent salvage value -- it distorts the view
of an automotive lessor. Let me give you an example.
Let’s say you lease an $8,000 Cadillac over a two-year
period, and you bring that car back in two years for $800 or even
$1,000, and you charge off the rest of it in a two-year period -it completely distorts what automotive leasing is trying to
accomplish.
Actually, I think what I’m trying to say to you is that
automotive leasing is playing the game of baseball where equipment
leasing is playing football, when it comes to a salvage value.

We can determine proper residual value by various means,
for example, the National Automobile Dealers Association puts out a
book each week. There are black books and blue books and red books,
and I’m sure that all of you have heard of those various guides.
They give us a pretty definite guide as to the value of X car in X
number of months, whether it be 24, 36, or up as high as 48 months.
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So we do have guides, or outside appraisers, so to speak, that can
help us determine the salvage value, or the residual value, of a
piece of automotive equipment.

The next point I want to bring to your attention is as I
said in the letter, someone may question economic conditions. How
does that control the salvage value of a piece of automotive equip
ment ?

Now, it’s historically true that in an economic recession
the value of used automotive equipment increases in value, rather
than decreases. The reason for this being that millions of people
come into the market to buy used automotive equipment when we have
a recession, and they stay away from buying the new automotive
equipment. Because in an economic recession automotive equipment
does not decrease in value automotive lessors are not exposed to the
risks of a sharp downturn in the market for their residual amounts.
On the other side, if you have a strong economy, the used
automotive equipment tends to increase slightly, or certainly holds
its own, because of the inflationary trends normally found in a real
strong economy.

The next point I want to tell you is that your present
guidelines requiring a full payout in order to qualify for a finance
method treatment distorts the true profit picture of an automotive
lessor, because we can, as I said, determine reasonably close -and by "reasonably close" I mean a very few dollars -- the value of
the vehicle at the termination of the lease. We can, therefore, as
an automotive lessor determine what our gross profit is going to be
at the inception of the lease. We have a receptive market, millions
of people — literally millions of people in this country — who buy
used automotive equipment every year. And there’s a tremendous mar
ket for it, as most of you know.

By putting my closed-end leases under the operating method
and open-end leases under the finance method you can see where
Leasing International’s profit picture is distorted.
In automotive leasing an operating lease should not be
accounted for under the operating method, because of our ability to
determine what this vehicle is going to bring.
Now I solicit your questions, if you have any.

MR. WESTON: Just to clarify for a minute the open-end
lease, which you relate to a financing lease, you say that the les
see's responsibility is for the payments, and that the residual
value sells for at least as much as projected, and you have some
forms here that show the estimated value, say, at the end of 36
months.

MR. BRISCOE:

Correct.
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MR. WESTON: And if that value is not equal to that esti
mate, the lessor pays the difference in cash.

MR. BRISCOE:

That's true.

MR. WESTON: And in the closed-end, all he does is return
the car in good shape, and there's no cash payment in terms of the
basic value of the car.
car.

MR. BRISCOE: Not in terms of the salvage value of the
However, he is responsible that the car be returned.

MR. WESTON:

I understand.

MR. BRISCOE:
[Continuing]
...with only fair wear and
tear. And, of course, on a closed-end lease your mileage is re
stricted also. If we project in three years that the man is going
to drive 15,000 miles a year, and we bring it back for $1,000, and
he drives 20,000 miles a year, he has a penalty to pay, usually
2 cents per mile or as agreed, of the excess mileage, which de
creases the value of the car. So the two circumstances are-MR. WESTON: I understand you are recommending that both
of these types of leases, open-end and closed-end, be accounted for
under the finance method.
MR. BRISCOE:

Yes.

MR. WESTON: And do you have a measurable gross profit as
well as an interest factor which you recognize in these transactions?
Are you picking up what we call a middleman profit in Opinion No. 7
when you sign the lease? You have a gross profit plus an interest
factor, which presumably is taken in over the period of the lease.
MR. BRISCOE: To be sure I understand, we buy the vehicle
from XYZ Dealer, and we pay that dealer $50 over his invoice. We
capitalize our vehicle at what we pay the dealer. We go to a financ
ing institution and borrow 100 percent of our acquisition cost.

MR. WESTON: But you sign an open-end or finance type lease
with me for 36 months. What entries do you make at that point with
respect to that car? I'm trying to get the accounting.
MR. BRISCOE: We presently account for both types of leases
by the operating method, but are in the process of changing to the
finance method. Under the operating method we straight-line gross
lease income and depreciation and our interest is paid to our fi
nancing institution on a declining balance. If we don't use the
finance method which allows us, of course, to pick up gross profits
faster we do not properly match income with expenses.
MR. WESTON: But you don't make any what we might call a
gross profit on the sale at the time you sign the lease?

MR. BRISCOE:

No, we do not.
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MR. WESTON:

MR. BRISCOE:

Paragraph 12, middleman profit?

No, sir.

We do not load the front end.

CHAIRMAN DEFLIESE: Do I understand correctly that what
you are saying is that, given the same factors, you would want both
of them to be accounted for the same way, and that essentially what
you are saying is that the balance sheet should reflect it more or
less on a financing basis, but that the income statement, should be
on an operating basis?

MR. BRISCOE: To answer your first question - Yes. They
should both be accounted for the same way. To answer your second
question - No. Both income statement and balance sheets would be
presented under the financing method.
CHAIRMAN DEFLIESE: But you are running it through the
income statement on, basically, an operating basis. You are picking
up income over the term of the lease, giving recognition to the money
cost differential over the term?

MR. BRISCOE: Yes, we presently use the operating method.
We are taking in the total gross payment, and we are paying out the
same amount of depreciation, plus an accelerated interest, because
we are paying interest on a declining method or average daily bal
ance. Does that answer your question?
CHAIRMAN DEFLIESE: Yes, because that would be the normal
interest cost anyhow. So whether you are dealing with it on an op
erating basis or a finance basis, the result would be the same.

MR. BRISCOE: Under the operating method you don't match
our income to our interest cost. It would be the same at the ter
mination where you bring in your gross amount of the lease, however,
the timing of income recognition would be different depending on
which method was used.
CHAIRMAN DEFLIESE:

That’s essentially the operating method.

MR. BRISCOE: Yes, sir. Buy my contention is that we
should use the finance method whether the lease is open or closed.
MR. WESTON:
Of course, some of that interest is carrying
the equipment beyond the lease. You are paying interest on $1,000,
but you are billing me, say, $500 for a three-year lease, basically.

MR. BRISCOE:

That’s right.

MR. WESTON: There’s an interest differential there on what
we have been talking about as the residual value, the unrented por
tion of that car’s cost.
MR. WELSCH: Is your receivable recorded at the present
value of the rental payments?
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MR. BRISCOE: If we have a lease that is -- let’s just
take one lease. We would have that $100 on the balance sheet as
a receivable.

MR. WELSCH:

MR. BRISCOE:

And if it’s a three-year lease— ?

Less any taxes we have to pay out of it.

MR. WELSCH:
So if it’s a three-year lease, you don’t
present value the future rental payments? You would report a bal
ance of $3,600.
CHAIRMAN DEFLIESE:
Of course, under Opinion No. 21 it
indicates that when you have a receivable covering a period of more
than a year, there is a need to discount that receivable to present
value, if there is no interest factor included.

MR. WELSCH: That would change your stream of income
quite substantially, the present value of the receivable as against
just summing the rentals.
CHAIRMAN DEFLIESE: Would you apply the same principle in
the case of trucks or specialized equipment for which there wasn’t
a reasonable basis for estimating a residual, such as you have in
the case of cars that are readily marketable?

MR. BRISCOE: We’re not in the leasing of anything except
purely automotive equipment, and your specialized -- if you had a
truck that had a specialized boom on it, say, or piece of equipment,
because we are getting back into equipment leasing now. That has -what market? Whereas you are not talking about automotive equipment.
In my letter here I want to talk about depreciation one
more moment. In the last paragraph of the first page I stated that
I suggested a 70 percent, if you want to apply percentages, residual
value at the end of a 12-month lease, and so forth down the line.
I don’t think we can apply the full depreciation payout.

MR. WESTON: You have 70 percent in there as equipment,
and 30 percent up in receivables, is that right? I’m trying to vis
ualize your balance sheet when you have a 36-month lease on a car
that will run five years.
MR. BRISCOE: If we have a closed-end lease, we presently
show it as an inventory, and nowhere is it shown as a receivable.

MR. WESTON:

But, now, if you have an open-end lease?

MR. BRISCOE: Under the finance method, if we have an
open-end lease, you show it as a receivable.
MR. WESTON:
The total payments under the lease -- but
that would be less than the cost of the car in many cases, I assume.

MR. BRISCOE:

And the salvage value would go into inventory.
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MR. WESTON:

Okay.

CHAIRMAN DEFLIESE: You don’t consider the salvage value
as a receivable, since there’s a contract for that, though, isn’t
there ?

MR. BRISCOE:

In fact, it is, yes.

CHAIRMAN DEFLIESE:

MR. BRISCOE:

The entire amount is in receivables?

It’s in inventory — the salvage value.

CHAIRMAN DEFLIESE:

Well, all right.

Any other questions?

MR. WELSCH:
Phil, I have one. I didn’t understand what
your recommendation was that the APB should do.
MR. BRISCOE: I ask you to consider that in automotive
leasing — not to apply a full payout of the cost of the equipment
plus a fair interest to determine whether you go on a finance or
operating method of accounting. I ask you to consider applying all
automotive leases under the financing method.
CHAIRMAN DEFLIESE:
Of course, you could construe the con
tract which requires the payment of a residual value on a definitive
amount as an equivalent receivable, couldn’t you?

MR. WESTON:
MR. BRISCOE:

It’s not payment.

It’s a guarantee.

On open-end lease.

MR. BEVIS: Are you arguing, as one of the other people
talked about for sinking fund depreciation?

MR. BRISCOE:
none.]

I don’t know what that is.

CHAIRMAN DEFLIESE:
Thank you.

Any other questions?

[Laughter]
[There were

Data Pathing?
MR. PAUL BYALL: Mr. Chairman, I’d like to respectfully
request that you break for lunch at this point. I have not been
able to confine my speech to ten minutes. I hope it’s going to pro
voke a lot of questions. And if that is agreeable to the Committee
members, I would recommend that we do that.
CHAIRMAN DEFLIESE: Well, thank you. I would hope that
you could confine your comments to ten minutes, because we are
really pressed for time.

All right, we will break for lunch at this point, and
resume at two o’clock.

[The session adjourned at twelve-thirty o’clock.]

THURSDAY AFTERNOON SESSION

October 14, 1971
The meeting reconvened at two-three o’clock, Chairman
Defliese presiding.
CHAIRMAN DEFLIESE:
Ladies and gentlemen, shall we please
be seated, so we may resume?

We'll hear now from Data Bathing.

MR. PAUL BYALL: My name is Paul Byall.
Officer of Data Pathing, Inc.

I'm the Financial

Mr, Chairman, Members of the Committees, Members of the
Accounting Principles Board, and Ladies and Gentlemen: I'm de
lighted to have this opportunity to speak to you today.
As 1 mentioned before we recessed, I have tried diligently
to reduce this material that I'm going to refer to here. Unfor
tunately, it is going to exceed 10 minutes.
As you know from the paper we have presented, my company
is in the computer and computer-related industries. While my re
marks relate specifically to that industry, they will also have
general applicability where generally accepted accounting princi
ples are concerned. My concern is the same concern that all of
you have, and that is achieving the objective of fair reporting.

Our paper is an actual case study that, I think, clearly
illustrates how disaster can result when the Board attempted to
set up a rigid structure of detailed rules in interpreting an
Opinion that was originally conceived to be applicable to a var
iety of diverse entities. Under the new Interpretation of APB
No. 7, our company, which is a viable, successful entity, would
be portrayed as having $23 million of liabilities and a negative
net worth. This simply is not realistic.
How does it come about? The answer is pretty simple.
Our auditors look to the Interpretation, ignore the pertinent fac
tors contained in paragraph 7 of APB Opinion No. 7, and conclude
that the company’s transactions that formerly qualified as sales
no longer qualify as sales.
Is this what the Board really intended from that Inter
pretation? This Interpretation, in my opinion, is patently incon
sistent with the philosophy as I understand it, of both the Amer
ican Institute of Certified Public Accountants and the Accounting
Principles Board.

We could quote many of the illustrious members of the
AICPA, both past and present, on their views of the concept of
diversity among separate entities, and that, therefore, diversity
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in accounting is a basic fact of life. I don’t feel that it’s
necessary for me to refer to that further, because I’m sure that
you understand the importance of the concept much better than
I do.

It is in this area of diversity that we fundamentally dis
agree with the Board’s new Interpretation of APB Opinion No. 7.
We believe that the details set out in paragraphs 7, 9, and 12
of APB Opinion No. 7 are sufficiently explicit to enable prudent
managements, together with their professional accountants, to
evaluate the pertinent factors set forth in the Opinion, and
arrive at appropriate decisions as to whether a lease should be
recognized and accounted for on the financing basis or on the
operating basis.
We further believe that the restrictive Interpretation
of what constitutes a financing lease has excluded or ignored
the pertinent factors set forth in APB Opinion No. 7. I’d like
to make my point perfectly clear.

We certainly agree that transactions that are similar
should be reflected in financial statements similarly, and that
transactions that are different should be reflected differently.
However, the application of the Board’s new Interpretation is so
specific and so restrictive, its application would inevitably
preclude recognition of different circumstances.
We agree with the statements that have been made earlier
with respect to IBM and its dominance in the industry. However,
we recognize this situation as a fact of life, and it we choose
to play in the major leagues, we must at least for the time being
play the game according to the IBM rules of lease rather than
purchase.
We do think it is important to understand, however, that
it is precisely those rules that have made it imperative for the
industry to have the support of third party leasing companies to
effectively compete in that environment. Their role in this dy
namic industry can become increasingly important over the next
decade, based upon industry forecasts of the growth of the market.
The present data processing market expanded about 18 per
cent last year. The hottest area of advancement is in the termi
nal portion of the market, which is growing at a rate of 25 per
cent per year, with sustained growth projected through 1980.
Installed terminal equipment could exceed $7½ billion by that
date. The industry is large. As it continues to grow, sales to
third party leasing companies will continue at an increasing pace.

The critical question in the context of third party leas
ing is: When does a transaction constitute a sale for accounting
purposes? The participation by third parties set out in the new
Interpretation of APB Opinion No. 7 is difficult to interpret.
Even our legal counsel found it to be unclear in many respects.
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Gentlemen, we retained a very highly respected San Fran
cisco law firm, McCutcheon, Doyle, Brown & Emerson. I think that
their opinion is pertinent to the question, and I think it will be
informative for all of you. I would like to quote some excerpts
from that opinion.

"The business of equipment leasing is characterized by the
widespread use of interest financing institutions which acquire
leases or equipment subject to leases. While there is, of course,
significant variation in the details of third party participation
arrangements which in any given case will necessarily influence the
accounting and legal characteristics, we think that the accounting
treatment of those arrangements should be consistent with their
legal effect. Accordingly, we have examined the release" -- refer
ring to your Interpretation -- "to determine whether its guidelines
in this area comport with legal realities. It is our conclusion
that in some respects they do not; that is, certain transactions
which are in legal effect clearly sales might under the release be
treated for accounting purposes as loans.

"The section of the release entitled ’Participation by
Third Parties’ concerns transfers to financing institutions of
properties subject to lease. It begins with the proposition, sup
portable in law, that such a transfer should be reflected as a loan
by the financing institution to the transferor, manufacturer, or
dealer, where the transferor retains the risks of ownership. Though
ostensibly sales, such transactions are, according to the release,
in effect collaterialized loans with the financing institution to
the manufacturer or dealer. This is true in law also.

"The problem with the release is that it appears to treat
every transfer of property subject to a lease as a loan, unless all
risks and rewards of ownership are transferred to the purchaser.
If the release means that the retention of any risk prevents a
transfer from being considered a sale, it would surely result in
treating for accounting purposes many transactions as loans which
by any legal standard are in fact sales.
"It should be recognized that in many of these transac
tions the principal party who requires credit, and upon whose credit
the risk is taken, is the lessee. We do not quarrel with the prop
osition that when the financing institution is substantially fully
protected against credit risks by the manufacturer or dealer, the
transaction is in substance a loan to such manufacturer or dealer,
or at least is a dubious sale. In fact, the existence of such pro
tection is the critical factor for determining whether at law an
ostensible sale to a financing institution is in reality a loan.
But when the financing institution takes the substantial risk on
the transaction, we see no reason why it should be treated for ac
counting purposes or otherwise as a loan. The law treats it as a
sale, not a loan. The reason the purchase price for the transfer
cannot be a loan to the transferor is that the transferor does not
have to pay it back.
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"There may, of course, be some obligations and risks as
sumed by the lessor-transferor, but where these are incidental and
do not add up to an obligation to repay the purchase price, they
should not change the fact that the transaction is a sale. In such
a case, the transferor, manufacturer, or dealer has received the
proceeds of the sale, and we see no reason why there should not be
immediate recognition of income, assuming, of course, that proper
reserves are established to provide for any measurable risks under
taken as a part of the contract of sale.
"It may well be that in approaching the question of
whether a sale or a lease has occurred, the Accounting Principles
Board means to give the same critical importance the law gives to
the question of who bears the principal credit risks. The inter
pretive release is susceptible to such a reading.
"For example, the release seems to suggest, as do the
courts, that the test boils down to whether the manufacturer or
dealer effectively guarantees recovery of the investment to the fi
nancing institution which purchases the property. However, the
Board would find a guarantee to exist where there is merely a for
mal or informal commitment by the manufacturer or dealer to secure
a replacement lessee or a buyer for the property. This commitment
is often described as being on a ’best efforts’ basis, but may be
effected on a proprietary basis over other similar property owned
by the manufacturer or dealer.
"It is here that we think the release deals inadequately
with the legal realities. It is quite clear that there is quite a
range of commitments of this general description which could be
undertaken by a seller of property without altering the operative
legal fact that a sale has been consummated, and the legal effect
given to a particular agreement will depend upon its specific pro
visions, supplemented in some cases by evidence of the parties’
practice under the agreement."
The rest of this opinion goes to analyze in detail the
purchase sales agreement that our company had with Trans-America
Computer Company, and in the paper that we have already presented
to you we quote the legal opinion in there that in the opinion of
our legal counsel those are sales.

We recognize that the entire subject of sales is an ex
tremely difficult subject to deal with, but we do not think the
approach to the discussion of that problem lies in selecting one
group -- third party participants in leases — in defining when a
sale is not a sale.
I’d like to refer to some other examples.
have been mentioned earlier today.

Some of these

Midas Mufflers guarantees mufflers for the life of the
car. The retail merchants guarantee children’s clothing to last
a year, or they will replace it free of charge.
Or the tire manu
facturers who guarantee tires for 36 months, or the office equipment
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and cash register manufacturers who quote you a guaranteed trade-in
allowance the day that you make your original purchase -- and I
suppose that in the end, with the hindsight that we have now, General
Motors never should have accounted for its sales of Corvair as
sales.
[Laughter]

I could go on, but I think that I have made the point.
We agree with the new Interpretation that when all the risks and
rewards transfer to the buyer, that’s a sale. However, in the real
world this is rarely the case. The manufacturer and the seller must
always have some degree of risk in the transaction. If they are
prudent and wise, they will provide reserves to cover those risks.
Sales to third party participants are not different, and
where risks are evident, adequate reserves should be provided by the
manufacturer or the seller. The point is that judgment is required,
not a definition of when a sale is not a sale.

I think I can give you a pretty good illustration on that
transfer or risk.
One of the major corporations in this country
had a similar type agreement with Trans-America Computer Company,
and for those of you that read the Wall Street Journal on the 27th
of July, this full page ad appeared.
[Holding up a paper] "Trans
America Computer Company Introduces the $10,000-off Coupon." And
if you read that article a little further, it says:
"It’s up to
you. We’re now prepared to sell or lease you XDS equipment at
20 percent less than XDS’s current published prices. That could
save you $10,000 or $50,000 or $200,000."

The point -- I don’t think there’s any mistake in the minds
of the people at Trans-America Computer Company that they own that
property, and that they have the risks and rewards of ownership.
To move along, I think that it would also be helpful to
the Committee in gaining further insight into the leasing problems
to review with you two other actual cases where company managements
and their auditors grappled with the problems of accounting for
leases, and what the final results were. The two companies are
Computer Machinery Corp. and Inforex, Inc.

Both of these companies had public offerings of their
securities on September 23, 1971.

There is some similarity. There is a great deal of dis
similarity between these prospectuses. If I refer to page 8 on
Computer Machinery Corporation, under Note A, the first thing I see
is that the company manufactures equipment for sale and lease.
"Net sales for the year ended December 31, 1970 and the six months
ended June 30, 1971, include approximately $1,828,000 and $2,384,000
respectively relating to fixed noncancellable leases for terms of at
least 36 months. All residual costs, less estimated residual value
(approximately 10 percent of the cost of the related equipment) of
$73,876 at December 31, 1970, and $178,432 at June 30, 1971 respec
tively have been expensed. Such leases provide for full recovery
of the company’s investment in the leased equipment. The amount
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included in sales represents the aggregate rentals due under the
leases less, where applicable, unearned finance and maintenance ser
vice charges.
"On leases of terms of less than 36 months, the revenues
generated thereunder are recognized ratably over the term of the
lease. Depreciation of rental equipment is being provided under
the sum of the year’s digits method over an estimated useful life
of five years.

"The Company has entered into agreements with Trans-America
Computer Company whereby Trans-America agreed to purchase new equip
ment on lease together with related leases."
And if I refer to another section of that report, "The
amount of equipment sold to Trans-America Computer Company through
June 30, 1971 was $16,431,000."

That paragraph goes on to state:
"In 1971 the Company
changed its method of reporting the sales of such equipment. As a
result of this change in accounting, the revenues, costs, and ex
penses related to these sales have been deferred, and will be rec
ognized in the company’s statements of operations ratably over a
period in which Trans-America recovers 160 percent of its investment."

And another parenthetical remark:
"If such equipment re
mains on rental at current rental rates, these amounts will be
recognized in full by December 31, 1977.”

And then there’s a very significant little table that
shows the adjustment that was made in revenues by this restatement:
$2 million in 1969, $9 million in 1970 or a total of $11,077,000.
So the next point of interest that I have in analyzing
these statements is that if all of that income is being deferred
into future periods, what’s happening to the cost? And if I look
at the balance sheet under deferred charges, I find marketing costs
at December 31, 1970 — deferred marketing costs of $1,056,000. If
I look at June 30, at the unaudited figures, it’s $1,495,000.
If I look further at that balance sheet, I see an item
that is not recorded as a loan, but as deferred income, income re
lating to sales of Trans-America, $9,166,000. And that is netted
at that point. If that was to be restated in accordance with the
Interpretation, in my opinion that would be a loan of, probably,
somewhere of the magnitude of $11 million to $12 million.

I want to get back to this point of the deferred expenses
and the deferred income, because if I look at Note 7 on page 41,
under deferred marketing costs, it says:
"The Company defers mar
keting costs, approximately 5 percent of the sales value of the
equipment. The deferred amounts are amortized at the time ordered
equipment is sold or over the period in which revenues from the
sales of equipment are recognized, or over applicable lease terms."
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The real problem that I have with this is that, if under
Interpretation a sale is no longer a sale, but we’re deferring in
come into a period that might be for as long as seven years, and
the only costs and expenses that have moved along with that are the
expenses that have moved along with it on a deferred basis, or less
than a million dollars, I don't think we are very well achieving
one of the basic facts of life, again, in accounting, of matching
the income and the expense of the period.

If I go back to that balance sheet that now has the
$9,165,000 of deferred income relating to sales to Trans-America, I
also find that the Company has a negative net worth at that point
of $1,232,000.

And than I get into something new in the way of definitions.
Over on page 17 of that prospectus, under new lease financing, it
says:
"The Company has entered into a lease financing agreement,
dated as of August 30, 1971? with Security Pacific National Bank,
Los Angeles, and First National City Bank of New York which entitles
the Company to borrow and have outstanding at any time through
February, 1973 an amount which does not exceed the lessor of $20 mil
lion or the borrowing base as defined below."
And if I refer to page 18, I find the following:
"The
Company" -- still under that loan agreement -- "The Company has also
agreed for the term of the agreement to maintain on both a consoli
dated and unconsolidated basis a ratio of not more than 1.75 to 1 of
total liabilities to tangible net worth," and then again parenthe
tically, "generally defined as equity less intangible assets plus
subordinated debt and deferred income taxes, and up to $10 million
of deferred income."
That's an interesting definition of debt equity ratio.

Over on page 30, under convertible notes, I find another
reference, that on May 5, 1971, the Company issued and sold $2,250,000
principal amount of its 7 percent convertible subordinated notes, due
April 1, 1977. And in a further note it says that at August 31, 1971,
the Company's tangible net worth, as defined in the note agreement,
exceeded the requirements of these agreements.
And then I look back at an earlier preliminary prospectus,
which said at March 31, 1971, the Company's tangible net worth as
defined in the note agreement was approximately $6,586,000.
Now, the registration became effective. Two of the most
prestigious banking firms took that Company public on the 23rd of
September. They raised $16,512,000, at $12 per share.
And yet I feel that if we're looking at financial state
ments to be meaningful for the users of those financial statements,
they are not very useful if banks have to make their own interpre
tation of what is tangible net worth, based upon those financial
statements. If the convertible note holders have to make their own
interpretation as to what tangible net worth is, then I have to
assume that all of the other important readers of those financial
statements -- customers, suppliers, and investors -- have to make
the same kind of interpretations, and I don’t think the financial
statements are achieving the objective that was intended.
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I'll try and hurry along here.

CHAIRMAN DEFLIESE: Would you please?
any more than about three minutes.

I can't give you

MR. BYALL: Well, when I look at Inforex, I find many
of the same similarities, but one that stands out — that really
disturbs me -- is that in three different places in that financial
statement I find the remark that:
"On September 14, 1971, with
the concurrence of its independent public accountants, the Company
decided to change its methods of accounting to defer revenue on its
long-term leases of systems and other sales of systems to Inforex
Leasing Company. This action was taken after the Company was ad
vised that the Accounting Principles Board intends to issue an
Interpretation which, when issued, would require the Company to
make this change."
And they go on to state what the dollars of change amount
to -- again in this instance, the deferring of income, not the de
ferring of expense; and I think the readers of those financial
statements have the same difficulties in interpreting what those
statements really mean. And again, I don't think that they serve
their purpose.
In conclusion, I'd like to repeat again the recommendations
that we made in the paper that we presented to the Committee. We
feel the Interpretation of APB Opinion No. 7 is so specific and re
strictive that it fails to recognize the diversity of independent
business entities, and therefore precludes managements from fairly
reporting the legal and economic realities of their businesses, and
I recommend that the Interpretation not be issued.
On APB Opinion No. 5 and APB Opinion No. 7, we feel that
they are adequate in their present form, and that qualified and
learned professionals can reasonably interpret them for the report
ing of business.

With respect to the transactions involving third party
leasing companies, that gets into the entire area of what constitutes
a sale in many controversial areas we have outlined earlier. There
fore, we believe it merits further research and study, and perhaps
an APB Opinion all of its own.
That concludes my remarks, and I'm sorry for the length
of time.

CHAIRMAN DEFLIESE: Thank you. Would you make available
to us the entire legal opinion from which you have quoted? We would
like to include that in the record, as well as the entire prospec
tuses from which you have quoted, so that we have it in its entirety.

MR. BYALL:

I'll be very happy to furnish those to you.

MR. WESTON: Can you give us a little feel for some of the
information that underlies your method of operation? As I understand
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it, you have three- and five-year leases. Could you give us an
idea of how many are three-year and how many are five-year?

MR. BYALL: Well, let’s see. I’d like to clarify that to
begin with, that because of the uniqueness of our business many of
those leases are not specifically three- and five-year leases. They
are for much longer periods of time.
And if I might take just a moment, I will explain that if
you have read the supporting material in the report that describes
two very sophisticated management information systems, at Black &
Decker and at Grumman Aircraft, you will find that the implementa
tion of management information systems is a fairly long process -sometimes two years, three years, four years.

We start out with a master lease agreement, and we effec
tively amend that master lease agreement by the addition of sched
ules, as blocks of new equipment are added to it, so that in the
case of Grumman Aircraft, while that started out as a five-year
lease, today it’s a seven-year lease.
In the case of Alcoa--

MR. WESTON:

Is that noncancellable?

MR. BYALL:
Noncancellable, yes. The terms of our stan
dard lease agreement are rigid terms, and it imposes a real hard
ship on our salesmen to sell those terms, particularly if we are
competing with IBM on a use agreement basis, and our prices on five
years are comparable to their prices on five years, but our equip
ment is better, and that’s the way we have to sell it.

MR. WESTON:
Could you give us some information on your
lease order backlog arrangement with Trans-America? You have an
agreement to give first order priority. Is that a backlog of equip
ment on lease, or merely of lease customers?
MR. BYALL:

Well, that needs a little clarification for

you too.
Initially, when that agreement was drawn up with TransAmerica Computer Company, both the parent company, which is the
manufacturer, and the leasing company were on that purchase-sales
agreement.
About a year after that agreement had been in effect,
it was amended to remove the parent company, and to make the other
changes in the provisions of that purchase-sales agreement.
So as
the agreement exists today, it’s the systems leasing company that
has made all of the sales to Trans-America Computer Company.
It's
the leasing company that has the responsibility for fulfilling that
remarketing obligation, and the systems company does not have a
lease order backlog, and the parent company is the one that has the
lease order backlog.
MR. WESTON:
What does that mean legally?
unenforceable provision, you mean?

That this is

an
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MR. BYALL: When you say unenforceable provision, perhaps
not, because, after all, the overriding consideration, as far as
we’re concerned, is that we want a satisfied customer whether Trans
America owns the equipment or whether we own the equipment. And
we’re going to continue to keep that customer satisfied.

The real question is that once equipment is in on an in
stallation, where the company has spent millions of dollars in mak
ing that installation, the equipment is a pretty small part of it.
The likelihood of that equipment coming out and having to be re
leased is pretty remote.
And this gets back, again, to my point that even within
an industry classification there are unique differences between the
businesses within that industry, and we have to look at those unique
differences in determining how we account for them.

CHAIRMAN DEFLIESE:

Any other questions?

[There were none.]

Did I interpret you correctly that you would equate a
manufacturer’s warranty with a put in financing lessor situation?
MR. BYALL: No. All that I really wanted to point out is
that there are risks in virtually all sales. There’s a degree.
And I think, again, as far as management is concerned and as far as
its professional accountants are concerned, we mutually try to ex
ercise judgment in determining how we should cover a risk.

And as we go along and have experience, certainly we ex
pect that we’ll be making adjustments, because I don’t think that
we can ever estimate that closely. We can say that we went to a
great deal of analytical work initially in determining how we should
do this. So far we haven’t had enough experience to really know how
it’s going to work out, because some of those three-year leases are
just now reaching the point where the lessees are determining whether
they extend, renew — and I recite what statistics we have on that
in that paper. We feel that those systems are going to be in for a
long time.

MR. WELSCH: In recording the sales, you indicated that
you make provision for costs that come out of the contract. Does
this include future costs?
MR. BYALL:

Could you restate that?

I don’t--

MR. WELSCH: Well, in recording a sale for this equipment,
you certainly take into account costs yet to be incurred, in the
sense that you have some performance yet to fulfill. What I want
to ask you is: What costs are we talking about? I’m thinking in
terms of the use of a reserve, and cost is the other side of it.
How do you estimate those future costs?

MR. BYALL: In this case it has not been very difficult.
We have sold to Trans-America approximately $15 million worth of
equipment. Under the provisions of that purchase-sales agreement,
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if we do not -- if we have any equipment that
we do not replace it, get it on another lease
the terms of that agreement we are obliged to
monthly rentals. This is one consideration.
identifiable item. So we reserve for this -CHAIRMAN DEFLIESE:
it’s still not replaced?

comes off lease, and
within 60 days, under
pay Trans-America two
That’s a very specific,
again with judgment.

What happens beyond that period if

MR. BYALL: If it’s still not replaced, we’ll try and
replace it. There is no further financial obligation on the part
of the company.

MR. WESTON:

Your paper says 5 on page 14.

Is that 2 or 5?

MR. BYALL: Let me correct that. We were doing some edit
ing and revising, and on the first 80 papers that were sent to the
Board and distributed I made an omission. On the other copies that
have gone out that is corrected. In the first line of that para
graph, right after "60 months," there is a parenthetical insertion,
"amended to 72 months," and down here that bottom line, where it
says "five months," there is a parenthetical insertion "amended to
read two months," and I’m sorry for that omission.

MR. WELSCH:
Coming back to my question, the impression
that I received from some sources — and it certainly doesn’t relate
to you company any more than any of the others --is that the rev
enue on these sales gets recognized in full, but the expenses, the
potential future costs, come out rather on the short end of the
thing in the early part of it, that is, when the sale is recorded.
Could you respond to that?
MR. BYALL:

Yes, I’d like to respond to that.

There's a reserve on the balance sheet at June 30, 19715
of about $700,000. The entries that have been made against that
reserve have been minimal. I think we have only one instance of a
system that we had in Western Electric, in Oklahoma City, where,
because of business conditions, Western Electric wished to relocate
that. We finally relocated it in Denver, but it took us several
months to do it, and we did pay Trans-America some rental payments
in that instance.

We feel — and if you look at our audited statements prior
to this year, our auditors have felt -- that that reserve was more
than ample. As a matter of fact, we continued reserving on the same
basis without having to change the way that we report.
Our auditors
wanted us to adjust that reserve downward this year. We did not.
MR. WELSCH: I don’t have the benefit of these contracts
and knowledge of them, but a thought that comes to my mind would be
a general service cost that your company — or any company -- would
incur over a period of, say, five years, on a five-year lease, that
might well be buried in regular costs and never get reserved under
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this proposal; and it seems to me that if this is so we’re certainly
getting revenue, over time, misstated.
the facts.

MR. BYALL: I think what we have to do is really look at
Let me give you an example.

We have about a million dollar system in Avondale Ship
yards. That lease was up for renewal. It was a three-year lease.
It was up for renewal on September 30. The expense that we incurred
in renewing that lease was air transportion for our Vice President
of Marketing and the National Sales Manager to visit Avondale for
one day to extend the lease for an additional three years; no change
in the lease rates.

So when we talk about expense, that one becomes so minimal
that I don’t know whether I’ll even bother to charge it against that
reserve.
MR. WELSCH:
So you are really saying on these sales,
other than the cost of the property, the equipment or whatever, that
there is very little cost to match with the revenue?
MR. BYALL:
That is right. I think the thing -- and I
know that it’s extremely difficult for you gentlemen to get into the
kind of details that we know about this business; but I could take
you into McDonnell Douglas’ Long Beach plant, where they have had
Friden Source Data Equipment in there for 11 or 12 years, and as we
pointed out in our paper, they’d like dearly to change that equip
ment. They have got too many systems problems. Once this is tied
down to an overall management information system, it’s extremely
difficult to take it out.

I don’t want to mislead you on that point, because as we
develop new terminals there might be additional terminals added in
that system. We actually might replace by trade-in some of the old
terminals that they have in that system, again depending on what
their sophisticated requirements are. But rarely is a system like
that going to come out. There is too much of an investment in it.
none.]

CHAIRMAN DEFLIESE:
Thank you.

MR. BYALL:

Any other questions?

[There were

Thank you.

CHAIRMAN DEFLIESE: Due to a timing problem, we’re going
to alter the sequence just briefly. The National Retail Merchants
Association would like to make their presentation now, because of a
commitment. Mr. Hassler?

MR. HOWARD E. HASSLER: I’d like to start with a suggestion
that next time the AICPA lease a bigger, cooler room.
[Laughter]
MR. BEVIS:
MR. HASSLER:

Hot subject, Howard!

Sure is!
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My name is Howard Hassler. I’m a CPA and a member of the
American Institute and the New York State Society. I’m Chairman of
the National Retail Merchants Association’s Committee on Accounting
Principles. The Committee is comprised of most of the retail organ
izations in the United States — not all; most. The NRMA consists
of 2,400 companies, which operate approximately 26,000 stores.
As the American Institute knows, we have worked with them
in the past, offering comments on Opinions No. 5 and 7. We have
submitted a position paper on accounting for leases. The latter was
dated December 15, 1970, and we also submitted a 15 page answer to
the questionnaire on leasing.

We recognize the great importance of this leasing account
ing area. We recognize the need for a study in accounting for
leases. We also recognize the great difficulty that the Committee
faces in this area, because certainly it is an area that is extremely
complex and varied.
We feel, basically, that accounting for leases by lessees
and lessors do not have to coincide completely. We do feel, however,
that the development of generally accepted accounting principles
would clear up most of the questions.

We feel that accounting for real estate leases is consis
tently applied and generally accepted. I mean that in most cases
the lessors carry the assets on their books. They carry it as if
they owned it. They carry the debt. They lease it to a tenant, and
the tenant discloses the commitment in its financial statements. We
think this is general practice. We don’t see much in the way of
disagreement between lessee and lessor as far as real estate account
ing is concerned.

We recognize the fact that certain leases, or certain
transactions which are written in the form of leases, should be
capitalized. We feel that a transaction which represents an install
ment purchase, or a transaction through a shell corporation which is
controlled and not consolidated, should be capitalized. Any trans
action that is intended to be misleading or deceptive we think should
be corrected.
We feel that there is some question on the present method
of disclosure of long-term real estate leases. We do not have a
unanimous opinion in our Committee that the disclosure should be
revised. If the Institute and the Committee feels that it would be
an improvement, we would be agreeable to a disclosure along the lines
used by the J. C. Penney Company; that is, simply stating your total
lease commitments on a present value basis.
I might just run down some of the criteria that we set
which might be helpful.
The disclosure, if revised, should contain information
with respect to only those leases having primary terms of more than
three years. Once included, a lease should continue to be reported
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until termination. We believe that in computing the initial lease
commitment renewal option periods should be omitted. The commitment
should be calculated based on the present value of the minimum ren
tal payments to be paid over the basic term of the lease.

It is also the consensus of the Committee that minimal
rental payments should be determined on a net lease basis. The lease
commitment should exclude additional rentals based on percentage of
sales.
In addition, the footnote provided should disclose the
methods used to develop the information contained in that note. In
that regard, we feel that it’s particularly important that the pres
entation and the footnote be kept as simple as possible. We have
seen some proposed disclosures which show gross rentals, net rentals,
minimal rentals, and a multitude of variations, which we feel would
be completely confusing.
We would also point out that we in the retailing business
have to account for a great many leases. One of our Committee mem
bers has to account for 4,000. The average number for our Committee
is 1,000. We would hope that the position that’s taken is not one
that you just put them on your computer, and you analyze them.
Leases, I’m afraid, are like people. There are many similarities,
but there are also many, many differences. Lease accounting can be
difficult and we would hope that the AICPA will recognize this problem.

I think the crux of our position here is that there obvi
ously has been some difficulty in resolving the differences between
Opinions No. 5 and 7. We feel that difficulties in accounting for
computers or other types of equipment should not confuse the prob
lem of accounting for real estate leases. We feel that the primary
factor to be considered in a real estate lease is that there is
distinct residual value. Most real estate leases have a basic term
of 25 to 30 years. Generally, a building has a life — an expected
depreciable life -- of 50 years. Land, obviously, has a life of
indefinite term.

As we all know, many, many buildings in New York have been
in existence for terms greatly in excess of 50 years and are fully
functioning these days.
We feel there’s a great difference between owning and
leasing. Now, if I could put it on percentage terms, any individual
in the room who leased a house for 30 years would certainly be in a
different position than another individual who mortgaged a house and
paid it off over 30 years. I think most everybody in the room would
expect to turn around and sell the house when the mortgage was paid
off at, probably, more than he paid for it originally. I think
there are real, distinct differences in lease and ownership.
In our own company we try to own as many stores as possi
ble. We do own approximately two out of every three. So leasing
is not a sham transaction to keep debt off the balance sheets. It’s
a different transaction than real estate ownership. We recognize
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residual values. We recognize the advantages of cash flow from
depreciation, and anybody who deals with landlords must recognize
this, because the landlord recognizes it.
If you have a lease with a percentage of sales factor, or
if you have a lease that does not have renewal terms when you come
down to renew those leases, you have got to negotiate and have got
to negotiate hard. I don’t think we can feel that these transactions
are set up just to keep the debt off the balance sheet.

There are people in the business of leasing real property
I think there is danger in assuming that because a lease is assignee
as collateral to a mortgagor because a lease is from a financial
institution, that it is a financing lease — whatever "financing
lease" means. We would like that better defined, because many fi
nancial institutions have gone into the business of owning real es
tate. We see the advent of the real estate investment trust. We
see, when the money markets got very tight last year, institutions
would not mortgage finance. They wanted to own. It’s a real factor.
There’s a real, distinct difference between leasing and owning real
estate.
I don’t believe it would be appropriate to have an asset
capitalized twice. I don’t believe, if a real estate company car
ries a building on its books and leases it to another company, that
it would be appropriate to have that asset capitalized again. I
think it would be completely misleading, totally confusing.
Basically, this covers our position. We would like to see
a very distinct and separate consideration given to real estate
leases. We don’t think accounting for leases involving computers or
equipment that have three- to five-year lives or ten-year lives,
where the user is going to use the property for its absolute term,
should be used to confuse accounting for normal leases -- what we
call normal real estate leases. That’s our position.
CHAIRMAN DEFLIESE:

Any question, gentlemen?

MR. WINTRUB: Mr. Hassler, in your informal discussions
was there anything that indicated why the members chose to lease
rather than own, or what form of analysis they went through in mak
ing that decision?
MR. HASSLER: Well, it varied by company. Some companies
were looking for cash flow and residual value, which we normally do.
Some companies in the past have been able to negotiate very favor
able leases, strictly a profit-and-loss situation. Initially, de
partment stores and large chains were able to negotiate very favor
able leases, because the developer of a shopping center frequently
would bring them in on a low rental basis. It’s strictly a matter
of profit and loss, on occasion.
MR. WINTRUB: Then your criterion was what the annual ren
tal was and what the cost to you might be as compared to why the les
sor proposed the terms that he did or how he financed the transaction?
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MR.

HASSLER:

Yes.

COMMENT:
In the case of Sears, one of the major factors
is flexibility. We want to be able to walk away from the location
that is economically unjustifiable after 20 or 30 years.

MR. AXELSON:
see, is that correct?
MR. HASSLER:

Often that choice is not given to the les
That is absolutely correct.

No question!

MR. BEVIS:
Howard, in some of your presentations to the
Committee in the past you have made quite an issue of the fact that
you got better matching through the straight-line interest costs -straight-line depreciation -- than debt accounting, or whatever you
want to call it.
Now, I’m a little disappointed. You haven’t raised the
issue again here today to any great extent.
[Laughter] Have you
abandoned that philosophy?

MR. HASSLER: No, we have not abandoned that philosophy
at all, Don. We were trying to keep this rather simple today.

I think there is an obvious advantage that you talk about;
that is, when you enter into a straight-line lease transaction, your
expenses are leveled over a term. When you enter into a financing
transaction, your depreciation and interest expenses are much higher
in the beginning and much lower at the end. This sometimes causes
operational difficulties.
Obviously, when you are starting up a store your volume
is lower, so you like to keep your expense as low as possible at the
beginning. This is one of the factors — the better matching of
revenues and expenses on a level basis.

We haven’t tried to cover everything today, because it’s
such a broad subject, and I don’t think we could possible do it.
MR. BEVIS: The gentleman at my right, you, and the gen
tleman right in front of you over here — a person named Wall -have repeatedly stated to me you don’t adjust your markup to rec
ognize the declining interest cost.
MR. HASSLER: Absolutely not!
Price Administration Code.
[Laughter]

We wouldn't violate the

Actually, on this subject, you know, that’s a competitive
factor, Don. Naturally, we try to get our markups as high as pos
sible, despite the interest costs.

MR. WELSCH: What would you say if you had a loan that
covered half of the life of this property? What are you going to do
with the interest cost? You have paid the loan off in installments
in the first half. What are you doing with the interest in the last
half?
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MR. HASSLER:
MR. WELSCH:

I didn’t say we straight-lined interest.

I thought Don implied it.

MR. HASSLER: That’s only on a lease situation where your
expenses are leveled because of the rental factor.

MR. WINTRUB: When I previously asked the question rela
ting the lessor’s financing posture, and you indicated you didn’t
really care — it was your cost that counted -- in a number of cases
are you even aware how the lessor has financed the transaction, and
why he has chosen to give you the terms he has?
MR. HASSLER:

Frankly, no.

MR. HAMPTON: Mr. Hassler, how important are percentage
rentals in the retail industry?

MR. HASSLER:
MR. HAMPTON:
percentage basis?
MR. HASSLER:

Very much so.

Are there any rentals written solely on a

Yes, there are.

MR. HAMPTON: Is there any trend in this direction?
it getting more important?

Is

MR. HASSLER: I would say, if anything, there is a trend
away from straight percentage rental leases. Institutional investors
don’t generally like straight percentage leases.
MR. HAMPTON:
centage factor on top?

But there would be the existence of a per

MR. HASSLER: In most shopping center leases -- in fact,
in 99 percent of the real estate leases -- there is a percentage
factor; so that if the store is extremely successful after a certain
level is achieved, the percentage factor comes in.

MR. WATT: I don’t think you gave me a change to discuss
a problem, because you gave a fact situation; namely, what if the
lease is 25 years and the building life is 40 years.
MR. HASSLER:

Right.

MR. WATT: Well, that’s great for the studio here this
afternoon, but isn’t that where our problem is?

MR. HASSLER:

I don't think I understand.

MR. WATT: Wouldn’t you say the life of the building is
really 25 years, the same as the lease?

MR. HASSLER:

Why?
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MR. WATT: What evidence do we get of the life of the
store that is being rented?
MR. HASSLER: Well, I think you have to go back and look
at history. Most buildings last longer than 25 years. We might be
happy if IRS would let us write the building off over 25 years, but
apparently their history doesn’t indicate that buildings last 25
years. In fact, I think at one of our meetings we met in a club
that was over 100 years old in New York, and we were using it very
nicely.

MR. WATT:

The room was very dark.

I almost went blind.

[Laughter]
MR. HASSLER:
The building, of course, is a factor.
land — the residual value of land -- though is unquestioned.
don’t see any way around that at all.

The
I

MR. WYATT: Mr. Hassler, you indicated that it would be
confusing if the same property were on the balance sheet of the two
companies.
MR. HASSLER:

I would think so.

MR. WYATT: And then in answering another question you also
indicated that often you do not know the manner of accounting that
the lessor is following.

MR. HASSLER:

That’s correct.

MR. WYATT: How is this going to be confusing? How are
people going to know that a given item of property is on two bal
ance sheets?
MR. HASSLER: Well, we’re
to know, and I think it’s confusing
sets of books. I just question the
double the amount of assets we have
[Laughter and applause]

going to know, or you’re going
to have the same asset on two
fact that in our country we can
through an accounting technique.

MR. WELSCH: Would you say the opposite if you had assets
that were not on anybody’s books?

MR. HASSLER:
know of that case.

MR. WELSCH:

The IRS would be interested, but I don’t

That’s precisely our problem.

MR. HASSLER: Well, no. If we went back to my comments,
I think I said that if there was a sham transaction, or a transaction
through a controlled shell which was intended to keep the liability
off the books — if you control it and you don’t consolidate, I think
there you have the obligation to capitalize it.
MR. WELSCH: I'm talking about the case where the lessor
records the sale, and the lessee does not capitalize.

MR. HASSLER: Well, frankly, that may be true in equipment
leasing. I don’t know of it in many real estate leases. We do run
shopping centers, and we certainly carry those assets on our books,
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and we lease them to a lot of our competitors and other companies,
and we account for them.

MR. WESTON: You indicate your relative satisfaction with
Opinion No. 5 in the matter of installment purchase capitalization.
Are you satisfied with the material equity approach as defined there?
Do you think that makes sense?
Our experience is, generally, I guess, that leases are writ
ten around it, so that there aren't any leases that are capitalized-MR. HASSLER: I think it’s an area that probably needs
some further study. In our own experience we have had a lease with
a very low purchase option at the end, so we capitalized it as a
purchase.

MR. WESTON:

Was that lease different to you than another

lease ?
MR. HASSLER:

MR. WESTON:

Yes.
Why was it different?

MR. HASSLER: Because we had a very nominal purchase price
at the end of the lease.

MR. WESTON: Why would it make a difference? Why does
paying $1 at the end of the lease make it all that different?
MR. HASSLER: Because it’s -- it’s economically unsound
not to exercise the option.
MR. WESTON:
MR. HASSLER:

It may or may not be sound.

It’s an option.

That's right.

MR. WESTON: When did you decide? How do you distinguish
between what you call an installment purchase and the real substance
of acquiring property, or the use of property over its entire life?

MR. HASSLER:
Opinion?

It’s a judgment factor.

MR. WESTON: What guidelines should the Board put in an
That’s my question.

MR. HASSLER: Well, it seems to me that if the purchase
option is not related in any way to some measure of fair value, you
have a question as to whether or not its an installment purchase.
MR. WINTRUB: Suppose you don't have a purchase option,
but you have a 1½ percent renewal. Or do you instruct your people
not to sign renewals that low?
MR. HASSLER: Well, you know, this is a function, really,
of negotiation, I think. Some people in prior periods -- leases were
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negotiated with extremely low renewal options, because people weren’t
considering the equity value. People were satisfied with 3 percent
return on investment, and there were a lot of 4 percent mortgages
around. In the environment we’re in now, we see very few renewal
terms at very low rates. It’s just a fact of life. I think some of
the old 1 percent renewals were negotiated when the basic might have
been only 4 or 5 percent of costs, or 3.
MR. WESTON:

MR. HASSLER:

Do you see many low nominal purchase options?

No.

MR. WESTON:
So there are no leases which should be capi
talized under 5, I guess?

MR. HASSLER: Well, we have approximately 150 leases, of
which about 60 are with outsiders, and we have one with a very low
purchase option. All the others have standard renewal terms, or at
least standard at that time.
MR. WESTON:

MR. HASSLER:

And you capitalize those?

Why?

We have capitalized only one — just the one.

MR. WINTRUB: But, to quote Mr. Styler, anything you can
negotiate on a lease you will take?

MR. HASSLER:

I don’t understand.

MR. WINTRUB:
To the extent that the lessor proposes a
transaction which appears to be very fine economically from your
viewpoint, but might cause you to run afoul of one of the various
accounting rules with regard to capitalization, would you then re
fuse to take that particular term that’s offered?

MR. HASSLER: If it was better economically? No. As I
mentioned, our company owns two-thirds of its real estate. We have
a real estate company, and we consolidate it in our financial state
ments. We try to make the best deal we can, because we’re in busi
ness to make a profit.
MR. WYATT: Internally, in evaluating performance of a
store, do you use the same measure -- level rent -- if you have one
store on lease and you have a charge for rent, and another store
that you own where you have both depreciation and interest — do
you internally adjust for that?
MR. HASSLER: Well, the way we operate, since we have a
real estate company — the operating company writes a lease to the
real estate company. So, basically, our internal accounting is on
a consistent basis. All of the store properties are rented for
internal accounting purposes. Some are rented from a subsidiary,
some from outsiders.
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MR. BEVIS:
Straight-line basis, or straight-line plus
percentage, Howard, for internal purposes?

MR. HASSLER: It depends on the leases. It also in some
cases depends on local tax law. Some states have taxes on rentals,
and if you run the rental up to high, you pay extra taxes.
none.]

CHAIRMAN DEFLIESE:
Thank you.

MR. HASSLER:

Any other questions?

[There were

Thank you.

CHAIRMAN DEFLIESE:
port Association.

We will hear now from the Air Trans

MR. J. K. KILCARR: Sometimes when you represent an
association, you come in a group.

Good afternoon, Members of the Accounting Principles Board,
Ladies and Gentlemen! My name is Ken Kilcarr. I am Vice President
and Controller of American Airlines, but today I represent the Air
Transport Association’s Committee on Relations with the Accounting
Principles Board. With me today, on my right, is Mr. Jack Slavin,
Assistant Treasurer of American, and Larry Capaci on my left, who
is American’s Director of Financial Research and Analysis.
We appreciate the opportunity you have afforded us to
attend the hearing and to submit our comments for consideration
prior to any final determination of a new APB Opinion on the subject
of accounting for leases.
We will not use our time to reiterate all the problem
areas that our Committee has reviewed in our deliberations. They
have been set forth in our letter to Mr. Lytle, which was dated
October 6, 1971. There are two points we would like to make at this
time, and, of course, we would be pleased to try to answer any ques
tions which you gentlemen may have regarding the views. That’s why
I have Mr. Slavin and Mr. Capaci with me.
The two matters we would like to discuss at this time may
be categorized as commitment accounting and financing features. As
for the first subject, it is our view at this stage that the air
craft leases with which we presently are operating do not represent
installment purchase or any other form of equity participation in
the assets which are rented to us. However, this view is not gen
erally shared by our outside legal counsel, in the event we are
required to capitalize them.

I might point out that the airline members of the Air
Transport Association presently operate more than 450 leased air
craft with a purchase value of over $2½ billion. We have not in
vested our stockholders’ or bondholders’ money to acquire ownership
of this equipment, and, indeed, we could not do so if we wanted to.
Our industry simply does not have the financial capability to do so.
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However, there are other companies and other investors who
have seen fit to invest their capital in this equipment to rent to
us. They look to their management for proper stewardship of and
accountability for these funds.

The airline managements involved have made binding com
mitments to pay for the future use of other companies’ assets and
to generate these rental payments out of future operations. The
lessors make the managerial judgments as to whether their stock
holders’ funds should be so employed.

Our lessors know that we presently do not have the where
withal to acquire this equipment ourselves within acceptable eco
nomic parameters. We cannot raise the necessary funds ourselves
either, because of restrictions in our debt instruments or the un
economical aspects of raising large amounts of equity capital during
loss periods. We are precluded by the hard economic facts of our
business from these alternative approaches. We do, however, commit
future corporate resources when they materialize to making the nec
essary future rental payments.
The distinction to be drawn is significant. In these
cases we have not been given corporate assets with which to work.
We do not enjoy the benefit of applying the leverage inherent in
use of equity or debt capital. We are, in fact, paying other cor
porate managers for the day-to-day use of their assets. If we fail
to pay the rentals, we are denied the use of their equipment.
Thus, in a practical operating sense we are committed to
them, but we are also committed to making future use payments in
other areas, areas that are not being considered for accounting
capitalization; for example, periodic payroll payments to employees
under union contracts and the liquidation of trade payables for
fuel deliveries and food supplies. These, too, will be in payment
for services and goods supplied in the future, to be paid out of
funds generated by the judicious application and management of these
corporate resources when the time for performance or delivery has
come. We are not asked to structure these commitments as balance
sheet liabilities and be accountable today for items that are not
a part of our residual equity at this time.

If it is valid to hold management accountable for certain
nonowned resources -- and we are not advocating that this is valid —
why not incorporate other forms of future commitments into asset
and liability accounting structures?
But where does one properly draw the line in accounting
for capital committed to other entities? Are we really letting
form -- the form of a lease term -- interfere with substance —
the substance of balance sheet accounting -- by looking only at
lease terms, such as length of lease, default provisions, and can
cellable versus noncancellable?
We submit that the real function of balance sheet account
ing as presently constituted is to aid investors in measuring
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management’s performance and stewardship of their bosses’ funds.

Are we going to broaden this function to include reflec
tion of commitments as well as liabilities in equity? If so,
should it not be done slowly, surely, and completely, so as not to
tell only half the story?
In matter of fact, our industry is just as committed to
equipment leasing and other agreements for the use of future goods
and services whether we use month-to-month rental arrangements,
three-year labor contracts, two-year supplier agreements, or 15year noncancellable leases.

As going concerns, we must prepare for uninterrupted
sources of supply for a great number of services and commodities.
If our balance sheets are to be restructured to reflect commitments
made to obtain the assurance of an uninterrupted flow of future
ser
vices and supplies, such restructuring should be based on sound
and all-encompassing account principles, not on a piecework appli
cation of some portions of developing principles which may serve to
confuse and disorient our real judges, the investing public.

At this juncture I would like to touch on what we have
come to call the financing features inherent in the prospect of
capitalizing equipment leases. We use the term "feature" in the
sense given in Webster’s Dictionary -- that is, prominent, distinc
tive. This is because if the Accounting Principles Board does
create the specter of commitments as capitalized liabilities, the
airline industry’s balance sheets will become very prominent, and
undoubtedly very distinctive.
[Laughter]
We suspect that airline managers will also become promi
nent and distinctive [laughter] as visitors at the offices of our
long-term debt grantors. We will be there, of course, because a
heavy influx of newly defined liabilities within our balance sheets
will touch dangerously close to, and in some cases beyond, the
permissible borrowing terms embodied in our debt instruments.
These instruments cite and are heavily reliant upon the term "in
accordance with generally accepted accounting principles." Liabil
ities are frequently defined as those appearing as such in our bal
ance sheets in accordance with generally accepted accounting prin
ciples. The restrictions incorporated in these instruments are
such that in certain cases airlines may be legally precluded from
attaining the balance sheet liability levels that would result
from capitalizing our equipment leases.

Our legal counsel have advised us that these agreements
would have to be interpreted in the light of the accounting rules
in effect today, not those that were applicable five, ten, or fif
teen years ago, when the agreements were written.
Consequently,
gentlemen, the vision appears of airline managers trooping to the
offices of their debt holders for "negotiating sessions," and we
operate under no delusions here. Recent visits of this nature
have been anything but comfortable.
[Laughter]
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have had instances of interest terms being raised from
6 percent to 9 percent, and of "sweeteners" such as stock warrants
being extracted in consideration of debt holders’ relaxation and re
casting of indenture terms.
Perhaps one rather extreme but nevertheless true example
of the dilemma we are facing would help to illustrate the problem.
As you may know, various agreements entered into by the airlines

today customarily provide that guaranty of other companies' debt is
to be treated the same as debt of the airlines for the purpose of
computing asset-debt ratios that must be met.

From time to time these airlines lease equipment from
lessors who borrow a substantial part of the cost of the equipment -often 70 to 75 percent of that -- from third parties, either by means
of a public offering or by a private placement.
The airlines are
then often required to guarantee the owner-lessor's debt to the third

party.

The loan agreements require the inclusion of the guaranty
in calculating debt-asset ratios used for debt limitation or
restriction purposes.
amount

As an example, one airline has informed us it is their
understanding that the proposed APB Opinion dealing with accounting
for leases in financial statements would result in the reporting on
the airline-lessee balance sheets as assets and liabilities the
cost of equipment they leased.
As I mentioned previously, loan
agreements require inclusion as debt for the purposes of computa
tion of debt-asset ratios obligations which under generally accepted
accounting principles are shown on the balance sheet of the company
as a liability.
Thus, if it is required to set up as a liability 100 per
cent of the cost of the leased equipment, and it is also required to
guarantee debt of the lessor, amounting to 70 or 75 percent of the
cost, there is a substantial possibility that they would be required
to include in their debt-asset ratios 175 percent of the cost of the
equipment as debt.
This, gentlemen, although difficult to comprehend, is the
interpretation provided one major air carrier by its outside legal
firm.

To some extent this effect, of course, would be mitigated
by the fact that presumably the air carrier could then include the
cost of the leased equipment as an asset, which at present cannot
be done. Although we have been advised that it is not absolutely
clear that this result would follow, the carrier cannot assume that
lenders would take a more lenient position regarding the proper
interpretation of those agreements.
Gentlemen, this completes our remarks. Again we thank
you for the opportunity to appear here today, and would be pleased
to answer any questions you may have. If there is any other infor
mation we can furnish which would be helpful to you in your delib
erations, we would be most happy to do so. Thank you.
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CHAIRMAN DEFLIESE: Could we have a complete text of the
legal opinion you referred to?
MR. KILCARR:
than my own.

I believe so.

CHAIRMAN DEFLIESE:
if we could.

It’s from an airline other

We would like to get it in the record,

MR. BEVIS: Mr. Kilcarr, how do you figure your restric
tions on additional borrowing today under your present debt instru
ments ?
MR. KILCARR:

Do you want to take that, Jack?

MR. SLAVIN: Basically, the agreements today provide that
we can borrow additional senior money up to 60 percent of our net
consolidated tangible assets.

MR. BEVIS: And how are lease obligations treated in
these debt instruments?
MR. SLAVIN: In different ways. We ourselves have a pro
vision in our agreement that says that maximum annual lease rentals
for flight equipment cannot exceed 5 percent of operating expenses.
Different carriers have different provisions.
MR. BEVIS: I don’t want to argue the point of capitali
zation or not capitalization, but I think there are many debt in
dentures and many preferred stock agreements that do require the
inclusion of lease obligations in determination of allowable work
ing capital margins and allowable debt margins, and the like. Are
you telling me it’s not true in your case?

MR. SLAVIN:

In our case, basically, we have two separate

tests.

MR. BEVIS: But there are some cases, though, where lease
obligations are included, are there not?

MR. SLAVIN:

Yes, I’m sure that there are.

MR. BEVIS: Incidentally, you know, the Board has not
proposed to capitalize, as of yet, all lease obligations. Are you
advocating we should require everybody, like the retailers, †
capitalize lease obligations if you are going to have to? Tout’s
an unfair question. I withdraw it.
MR. WINTRUB: Mr. Kilcarr, at this point in the economy
most of the airlines, or most of your group, are not earning their
allowable rates as set by the CAB. I expected to hear some comment
from you with regard to a capitalization policy which would, there
fore, affect your balance sheet and income statement, which might
in turn, therefore, cause a change in the actual revenue stream
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based upon the findings of the groups to which you are subject to
review, as far as what amounts you are allowed to earn on your assets
employed.
MR. KILCARR: The Civil Aeronautics Board recently con
cluded a rather lengthy fare investigation. As a result of their
findings, they allowed the airlines to earn 12 percent return on
their investment. Excluded from that investment were all leased air
craft. They were to be treated as leases.

MR. WINTRUB: But to the extent that capitalization occurred
under one form or another, this would, therefore, change the base,
and also the earnings, and therefore affect the rate of return that
might be allowed or the considerations and deliberations of the CAB?
MR. KILCARR: No. For rate making purposes they would
still be excluded from the investment base.
MR. WINTRUB:

Even if they were on the balance sheet?

MR. KILCARR:

Even if they were on the balance sheet.

CHAIRMAN DEFLIESE:

Any other questions, gentlemen?

MR. WELSCH: I wanted to ask Mr. Kilcarr, to focus on the
problem: I’m sure your company and the accounting profession, have
no problem in recognizing assets and liabilities where there is a
bona fide sale by one party and a purchase by the other party, and
the purchaser would record whether or not he pays cash or incurs
long-term debt.

On the other end of the scale, I’m sure everyone agrees
with you that where you have an executory contract, then capitali
zation is not really at issue.
The problem that I see then — and I want to ask you -is: Where do you draw the line between these two clear-cut cases?
Because that's the problem, it seems to me, facing the accounting
profession: Where do you draw the line between a sale-purchase and
an operating lease? Because many of these contracts have some at
tributes of a true lease — and also the attributes of a sale, or
purchase in your case.

Do you have any thought on where that line might be drawn?

MR. KILCARR:

No, I don’t.

I agree that's one of the

problems.

MR. WESTON: When you go to your lenders to negotiate new
or extended agreements, do they inquire about your lease obligations?
Do they know of these?
MR. SLAVIN:

They are very, very familiar with them.

7^

MR. WESTON:
So the fact that it might be on the balance
sheet because some agreement was written years ago in terms of gen
erally accepted accounting principles -- that would be the only new
thing as far as they are concerned?

It’s a legal interpretation of what the

MR. SLAVIN:
tests are.

MR. WESTON: Do you know of any lawyers who have opined
that the term means at the time of an agreement?

MR. SLAVIN: Not in a formal opinion, but in verbal con
versation they have indicated the term means in light of todays
principles.
Nobody seems to ask for that in writing.

MR. WESTON:

MR. SLAVIN: Usually, I think these kinds of conflicts
don’t reach that stage between lender and borrower. I think they
are resolved short of that situation.
These airplanes, are they being recorded as

MR. WELSCH:
sales by the lessor?

MR. KILCARR:

I don’t know.

MR. BROOKS WALKER:
for tax purposes?
MR. SLAVIN:

Are most of your leases true leases

Yes.

MR. WALKER: Would you think you might want to take the
position that that was where to draw the line?
MR.

KILCARR:

QUESTION:

I suppose that’s one

possibility.

What’s "a true lease for tax purposes”.

[Laughter]
MR.

SLAVIN:

Where you get a ruling from IRS.

CHAIRMAN DEFLIESE:
Well, I assume most of the aircraft
manufacturers are reporting them as sales, but you have a financial
institution in between.
MR.

SLAVIN:

There’s no question it’s a sale by the manu

facturer.

MR. BEVIS:

You don’t have any leases with manufacturers,

do you?
MR. SLAVIN:

No, we do not.

CHAIRMAN DEFLIESE:
balance sheets?

How do the banks carry them on their
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MR. SLAVIN:
really sure.

To tell you the truth, I don’t think we’re
I think they carry them as financing leases.

MR. BEVIS:

CHAIRMAN DEFLIESE:

As receivables.

QUESTION: You are fairly well convinced they are on no
body’s balance sheets?
MR. SLAVIN:

MR. KILCARR:

I’m just not sure.
We don’t know.

CHAIRMAN DEFLIESE: They are carried as receivables, but
not as airplanes by the banks.
[Laughter]
COMMENT:

That’s only because of Opinion No. 7.

MR. KILCARR:

Or 5.

CHAIRMAN DEFLIESE: That’s where we have to resolve the
problem between 5 and 7, I think.
Any other questions, gentlemen?

[There were none.]

Thank you.

MR. KILCARR:

Thank you.

CHAIRMAN DEFLIESE: Financial Executives Institute!
there anyone representing the FEI? Proceed, Mr. Whitman.

Is

MR. ROBERT WHITMAN: Gentlemen, the pros and cons probably
have been discussed back and forth now for the past year and a half
or two years, and again today. Articles have been written, joint
meetings have been held, and so on. So I don’t plan to discuss,
particularly, the FEI position paper. I think we’re all generally
familiar with that. I may instead comment with regard to some of
the observations that I have in mind to get this project perhaps —
some of us feel — in proper perspective.

I would say there are three parts to these observations.
The first one is where we were; the second one is where we are; and
then the third is: Where are we heading?
Now, with regard to where we were, I would like to read
two paragraphs from APB Opinion No. 5. That’s where we were in
September, 1964. If I may, I’d like to read just this section of
paragraph 10, which reads:

"The property and the related obligation should be included
as an asset and a liability in the balance sheet if the terms of the
lease result in the creation of a material equity in the property."

76
The APB Subcommittee on Accounting for Leases has stated
that its objective since this study began has been to clarify APB
Opinion No. 5. It is evident, however, that what is being contem
plated by the APB at this hearing is really not a clarification,
but a major revision of APB Opinion No. 5 in that the material
equity requirement no longer would be governing.

Now, the other paragraph, 7. I would also like to read
from the 1964 Opinion No.
which reads:
"It seems clear that leases covering merely the right to
use property in exchange for future rental payments do not create
an equity in the property, and are thus nothing more than executory
contracts requiring continuing performance on the part of both the
lessor and the lessee for the full period covered by the leases.
The question of whether assets and liabilities should be recorded
in connection with leases of this type is, therefore, part of the
larger issue of whether the rights and obligations that exist under
executory contracts in general -- that is, purchase commitments and
employment contracts -- give rise to assets and liabilities which
should be recorded."
Yet in the last paragraph of the first page of the APB
proposed changes in accounting of lessees and lessors it is stated
that for the purpose of this hearing:
"The Board is dealing with specific problems in accounting
for leases, and accounting for executory contracts generally or com
mitments generally are not pertinent to the subject of the bearing."
How can we reconcile ourselves to a restriction which
proposes that in considering the accounting for leases we should
not now consider the accounting for the class of transactions to
which the Accounting Principles Board has declared in APB Opinion
No. 5 that many leases belong? I think that is a fair question.

That, I think, takes care of where we were and where we
are. I think it would seem that the recent appointment of the Study
Group on Objectives of Financial Statements under Mr. Trueblood is
consistent with the position of the APB in Opinion No. 5; that is,
in developing generally accepted accounting principles criteria for
determining what resources or obligations should be recorded should
be governing -- in this case, executory contracts, not just leases.
Otherwise, do we not find ourselves developing rules rather than
accepted principles without agreement on the purposes being solved?
point.

Where are we heading? That's the key question at this
It pertains to disclosure. It pertains to public interest.

For instance, what consideration has the APB given to the
public interest, the adverse effects on financing costs and prices
in pursuing the proposed establishment of new criteria in lease
accounting? What research has been done to determine that users
financial statements are not satisfied with the current lease ac
counting and financial reporting requirements?
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If they are not, is it because they look to the balance
sheet for certain information, or is it because they think that
disclosure requirements should be improved, such as requirements for
schedules to supplement the financial statements, in order to fully
disclose commitments and their effect on future cash flows?

These are questions that warrant further study and serious
consideration in the larger area of executory contracts in general,
in lieu of the Board creating a dichotomy by taking up only a por
tion of the issue.

Now, I said that I didn’t wish to reiterate, basically,
the thoughts expressed in the Financial Executives Institute position
paper, but if I may, I would like to read two paragraphs at this
point, because, basically, in the business world we feel that a char
acteristic of all great principles is their simplicity.
Now, on page 9 in the FEI position paper, it is stated:
"Repeated readings of the Memorandum of Proposed Changes
reinforce a feeling that consideration of the matter is being, or
possibly may be, approached as an academic exercise without full
regard for the practical consequences. To base a requirement to
record or not to record a so-called liability of possibly millions
of dollars on such accidents as whether a lease is with a financial
institution or not with a financial institution, whether the residual
value of the leased property is estimated to be more or less than
10 percent of its cost, may be acceptable as a method of wrapping up
an accounting problem in a neat package, but becomes unacceptable
when viewed in relation to the seriously detrimental effect on many
enterprises and the public interest."

It was nearly a year ago that the American Petroleum Insti
tute sent a letter to the AICPA -- December 30, 1970. It pertained
to this question of identifying the true cases of equivalence to
installment purchase. The basic point -- and I quote this here from
the American Petroleum Institute -- it says on page 11:
"If assets included in balance sheets are based on legal
ownership and liabilities represent claims thereto, then leases do
not result in asset acquisition, but rather are commitments which
under current accounting principles give rise to neither assets
nor liabilities. If, on the other hand, assets are defined in more
subjective economic terms, then leases are only one of many items
not presently reflected in the balance sheet which should be included."

In closing, it is still not too late to take stock of
where we are heading, before a piecemeal commitment is taken aboard.
Thank you.
CHAIRMAN DEFLIESE:

Any questions?

MR. WATT: I agree that Opinion No. 5 needs to be clarified
in one respect, and that is the term "material equity." Is a lease
for substantially all the estimated useful life a material equity?
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MR. WHITMAN: No. I don’t think that a lease for the
estimated life of the property is an installment purchase, if that's
your point, George.

MR. WATT:

You do not?

MR. WHITMAN:

I do not.

I don't think the FEI does either.

MR. WINTRUB: What's the difference between a 25-year net
lease on a piece of equipment and a 25-year "hell or high water,"
"take or pay" contract for natural gas supplies.
(In other words,
under the natural gas contract the gas shall be paid for even if it's
not delivered.)?

MR. WHITMAN: I think the only difference, basically -and a very important one -- is that the contract for the gas supply
would be a much larger commitment than, generally, a lease would be.
[Laughter]
MR. WINTRUB: But as far as the legal format and the ac
counting principles, are they both executory? Are there any essen
tial differences that should cause one to be treated differently
than the other is treated?
MR. WHITMAN: I would say that they are both executory.
As I said before, the purpose of this hearing was saying that we
have to consider this whole problem of commitments within the con
fines of leases, and what we are really leaving out of the picture
is the magnitude of commitments and obligations in the form of exec
utory contracts, many of which are of greater magnitude than leases
generally.

So it seems to me that if we are considering -- well, we
come back to the objectives. What are the objectives of a balance
sheet? What is the liability account? At one point I thought that
we were looking for cash flow there, but we know that that's not
possible, because of all these other commitments that are involved.

MR. WELSCH:
Let me ask you this question. If a company
purchased a machine for $100,000 from a manufacturer, and borrowed
the money from a bank with repayment terms over the life of the
machine -- say, 20 years -- you would have no problem capitalizing
that asset and setting up a liability, would you?
MR. WHITMAN:

You mean, on a level payment basis'.

MR. WELSCH:
Yes. They are paying an equal amount every
year for 20 years to the bank. They bought a machine from a manu
facturer; $100,000 was the price. They borrowed the money from a
bank -- $100,000 -- and they are going to pay the bank back an
equal amount each year. Would you have any trouble capitalizing
that asset and setting up a liability?
MR. WHITMAN:

They purchase this asset--
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MR. WELSCH:

MR. WHITMAN:

From the manufacturer.

No, I wouldn’t have a problem there.

MR. WELSCH: All right, how do you get the other position,
then? If the bank buys the machine for $100,000, turns it over to
this company for its full life, and the company makes the same
amount of payments they do in the other case, what distinction do
you make?

MR. WHITMAN:
The first one I believe you indicated was a
purchase, and the second one a lease, isn’t that right? [Laughter]
MR. WELSCH: Well, I would define them the same, but you
are defining them different, and I'm trying to find out on what basis
you define them differently.

MR. WHITMAN: Well, I suppose, for one thing, you own the
asset in the first case, sir, and in the second you do not.
MR. WELSCH:

Well, I intended to say it had $1 residual

value.

MR. WHITMAN:

Well, I don’t see that that is germane.

MR. WELSCH: Well, it’s
trying to find out where you make
balance sheet result, thinking in
a liability is, and how you get a
cases.

a noncancellable lease, and I’m
the distinction to get a different
terms of what an asset is and what
difference as between those two

MR. WHITMAN: Well, I think we can talk of assets. We
can also talk of liabilities. If we talk about the liabilities end,
I think we get a better perspective on this thing as to what are
the demands, say, on a company’s revenues or its cash flows.
And there has been a little question in my mind. Although
the asset side of the balance sheet has been mentioned, the objec
tive has been basically the liability side of the balance sheet, and
if we concede that point, then I think we get into this whole area
of executory contracts, and the tangible aspect versus the nontan
gible aspect doesn’t have to be differentiated, particularly from
the equipment side.

MR. WELSCH: But, you see, in my case they both have the
same demands on cash flow, and both are performed 100 percent.

CHAIRMAN DEFLIESE: Bob, would you concede that if a lease
for property was for the full expected useful lifetime and had a
$1 purchase option at the end, that should be capitalized?
MR. WHITMAN: Well, would both the lessor and the lessee
have the same opinion as to what the expected useful life is, Phil?
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CHAIRMAN DEFLIESE: Apparently, because otherwise the $1
option price wouldn’t be there.

MR. WHITMAN: Because I read something in the U.S. Leas
ing position paper which indicated there was a question: What is
the expected useful life, and to whom?

CHAIRMAN DEFLIESE:
you get to the $1 option.

I don't think it's very relevant, when

MR. WHITMAN:
This is the whole point, whether one con
cedes that if you rent a piece of property for the estimated useful
life -- say, rental payments -- whether that is an installment pur
chase; and I myself do not think it is. I think an installment pur
chase is basically something which is paid for in a shorter period
of time, rather than over the life of the asset.

CHAIRMAN DEFLIESE: There have been cases where sometimes
it's even longer than the useful life.
[Laughter]
MR. WHITMAN:

All right.

CHAIRMAN DEFLIESE: But, really, the clincher is the $1
option purchase price at the end of the term of the lease, whatever
it may be, shorter or longer than the expected useful life seems
to be.
MR. WHITMAN: Might I ask a question, Phil? To what extent
is the current accounting -- and I touched on that -- bothersome to
users of financial statements? What are they looking for? Are they
interested in cash flows? Are they interested in the demands on
revenues?

CHAIRMAN DEFLIESE:
There are two elements involved, obvi
ously, in this whole exercise. One is the balance sheet -- whether
we have properties and liabilities that are on the balance sheet -and the second is the question of the impact on the income state
ment, because I think you will agree that where the lessee purchases
the equipment and finances it, you have a skewed result in the early
years because of the higher finance costs on interest; whereas if
there’s a level lease term it becomes just a level cost. And the
real question:
Is a level costing appropriate in such circumstances,
where it's clear that the lease mechanism is essentially installment
purchase?

This is a real problem, and naturally we have to first
decide whether the lease is an installment purchase, and then pro
ceed to the next question, as to whether or not we can level the
cost of depreciation and interest in line with what would be a level
rental agreement.
MR. WHITMAN: Well, has the Accounting Principles Board
now rescinded or rejected the position of the Accounting Principles
Board members in APB Opinion No.
paragraph 7, which states that
this whole question of capitalizing leases is part of this whole
issue of executory contracts? Are we retreating from that?
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CHAIRMAN DEFLIESE:
We’re re-examining it. That’s the
real problem. That’s why we’re here. If we considered ourselves
locked into the precedent of
why, we wouldn’t be here. We have
to re-examine that, particularly in the light of the fact that; 5
itself has conflicting terms in the light that it says that install
ment purchases should be capitalized. On the other hand, it says,
unless a material equity is built up, it should not.

Now, there can be installment purchases in which there’s
no material equity built up, because of the fact that they extend
for the useful life of the property, and rental payments essentially
don't build up an equity. They essentially equate the costs over
the life of the property, and that is what we are examining. In
those cases do we capitalize, notwithstanding what was said with
respect to material equity in Opinion No. 5?
And
be considered
at the end of
would require

what I’m trying to find out from you is: What would
an installment purchase? By virtue of the fact that
the lease term there is an option to buy at $1, you
capitalization?

MR. WHITMAN:
which states that--

Yes.

Well, I think Opinion No. 5 [laughter]

CHAIRMAN DEFLIESE: You didn’t answer my question.
you require capitalization in that event?

Would

MR. WHITMAN: No, I would require capitalization on the
basis of building up a material equity.
MR. WESTON:

He didn’t ask you that.

MR. WATT: Is that the reply to Phil’s question? For the
record, will you reply? Was that your answer to his question, that
you would consider it an installment purchase?
MR. WHITMAN:

Where you had the option to--

CHAIRMAN DEFLIESE:
the lease term for $1.

MR. WHITMAN:

I would say yes.

CHAIRMAN DEFLIESE:
MR. WHITMAN:

To purchase the property at the end of

Would that require capitalization?

Yes, that would.

CHAIRMAN DEFLIESE:

Thank you.

[Laughter]

MR. WELSCH: Phil, I have one more question I would like
to pose -- a rhetorical question perhaps.
I have a company in mind that uses a million dollars to
purchase equipment -- and it’s all been obtained by borrowing money
from a lending institution. It bought the equipment and borrowed
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the money, and it’s making equal payments each year over the life
of the equipment.

Company B is in identically the same situation. It has
another million dollars’ worth of equipment -- the same type of
equipment -- and it’s all leased. It has a 20-year life; it’s a
20-year lease, and they are making equal annual lease payments on
it -- the same payments as the other company. In one case there
would be, of course, initially a million dollar liability on one
balance sheet, and in the other case I take it you would propose
that there would be no liability on the balance sheet.
And the question that I want to ask is -- and I’m really
directing this not to you, Mr. Whitman, but to the FEI, because I
was impressed that about five times they used the term "public
interest." I wonder how the public interest is served by having
the latter company report absolutely no liabilities, although it
has the same total investment, it’s working with the same demands on
cash flow, and everything is identical except for a piece of paper.

And so my question is: How does it serve the public inter
est, to say that the latter company should not report any liabilities:

MR. WHITMAN: There’s room for leasing. It’s a means of
lowering one’s financing costs, if it’s done properly. And if it's
done properly, what I’m saying is that from the standpoint of the
public interest you will be increasing -- for leases that are capi
talized -- increasing the financing costs to many enterprises, which
also will tend to be reflected in prices to customers.
MR. WESTON:

How would that work?

MR. WHITMAN: Well, I think to the extent that you capi
talize leases and increase your long-term debt, that can affect the
mix of securities that would have to be issued with regard to the-MR. WESTON: You say it’s long-term debt. We don't say
it's long-term debt. It's an obligation on the balance sheet, but
nobody says it enters into--

MR. WHITMAN:

Where would you show it in the balance sheet.

MR. WESTON: I'd show it in the liabilities side, but it's
not in there in terms of the debt-equity ratio. You shouldn't Jump
to the conclusion that it will increase the lending costs.
You know, these bankers that loan money to airlines know
those leases are there, and if you put them on the balance sheet it
won't increase, necessarily, the costs of lending.
MR. WHITMAN:

statement.
increase ?

You say "necessarily."

MR. WESTON: I wonder what evidence you have for your
What evidence do you have that the interest costs will
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MR.

wouldn't ?

WHITMAN:

Well, what evidence do you have that they

[Laughter]

MR. WESTON:
I didn't say "wouldn't."
statement that they would.

I questioned

your

MR. WHITMAN: Well, conceptually I can explain the fact
that if you wind up issuing more equity capital than you otherwise
would, that would increase your financing costs. I think that's
understandable, is it not?
MR. WESTON:
You are going around in a circle by making
these assumptions as to increased costs.

CHAIRMAN DEFLIESE: I'd like to question ore other point
you raised. You said that leasing essentially is cheaper than buying.
If that's the case, I don't see how the leasing companies are making
money these days. They obviously are profiting on the basis that
people prefer to lease rather than to buy and borrow, because essen
tially they are buying and borrowing and leasing and making a profit
on it.

So it seems to me that buying and borrowing should be
cheaper, except for this possible impact on financing costs, which
goes to the debit-equity ratio, which presumably needs to be rethought.
MR. WHITMAN:I wouldn't be
surprised if there will be a
presentation on that by
someone later this afternoon who will have
a lot more expertise as
to what those benefits are. But I don't
think there's any question -- I don't think it takes much imagina
tion to realize that if you have to change you mix of securities -if you are issuing, say, preferred stock, for instance, instead of
bonds, the demand on your revenues is going to be a little more than
twice as great as it would be on your bond money.

I mean, there's an illustration.
Mr. Weston, why that wouldn't be so?
MR. WESTON:
our discussion.

Well, I don’t know.

Can you indicate,

It’s not relevant to

MR. WHITMAN: I think it's very relevent. This is where
your financing costs come in. The statement seems to be made that
if you have this debt shown as net long-term debt, liability, or
however it’s presented, it’s there on the balance sheet, and it’s
certainly going to affect the thinking in many respects.
MR. WESTON:
not sure it is.

That’s the question.

You say it is, but I'm

CHAIRMAN DEFLIESE: Are you assuming, Bob, that the rating
services are ignoring these commitments in their evaluation?

MR. WHITMAN: I’m not saying they are ignoring them, but I
don't think that that's the same thing as saying that putting them
on the balance sheet--
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CHAIRMAN DEFLIESE:
than substance?

MR. WHITMAN:

Well, isn’t that a matter of form more

No, I think it’s a question of degree.

CHAIRMAN DEFLIESE:
ysts say about that.

Well, we’ll have to see what the anal

MR. WELSCH:
Phil, I’m looking here at an article from
Business Week, and the Vice President of Delta Air Lines says that
they have found leasing to be the most expensive form of financing
that they have ever encountered.

MR. WHITMAN:

Who has?

MR. WELSCH: This Vice President of Delta Air Lines.
of course, I’m just taking his word for it. I don’t know.

And,

But the thought does strike me that money costs so much,
and if somebody is saving on it, somebody else is losing, and it
seems to me important that we, at least from an accounting point of
view, try to express the economic essence of what’s happening in the
company, and the whole issue, it seems to me, between whether we
capitalize or don’t capitalize resolves down to the situation of
whether we are going to try to tell the public out there -- not just
a few people, but the public in general -- the economic essence of
what’s going on. And that seems to me to be the central issue.

MR. ALVIN ZISES: There's a difference in the risk element,
and that’s the essence of it, between a lease and a debt. A lease
has no legal liability. I feel that there are a lot of people who
are--

CHAIRMAN DEFLIESE:
chance in a few minutes.

Mr. Zises, you are going to have your

MR. WINTRUB: I would like to point out that each lease
has to be regarded individually. And in answer to your specific
question, Delta is one of the few airlines that is able to use its
full tax benefits. I think this just supports Bob’s view. From
the viewpoint of an individual situation, if properly employed,
leasing can be cheaper than ownership.

MR. WHITMAN: You didn’t mean, Mr. Welsch, because this
particular party wrote that article, that therefore all leasing is
bad? Was that your conclusion?
MR. WELSCH: I was just taking his word for what he said.
He just said it was the most expensive form of financing that they
had encountered.
MR. WHITMAN: Well, that could be, if they entered into
improper leases.
[Laughter] If you use poor judgment, you get a
poor answer.
[Laughter] If you use good judgment, you get a good
answer.
[Laughter]
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MR. WALKER:
Do we have to have Delta Air Lines’ opinion
in the official record of this meeting?
CHAIRMAN DEFLIESE:
the record.

We have no limitation on what goes in

Any further questions?
MR. WHITMAN:

[There were none.]

Thank you.

Thank you, gentlemen.

CHAIRMAN DEFLIESE: Gentlemen, we are going to continue
today for as long as we need for everybody to be heard, but I think
in the light of our present circumstances it might be well if we
take a ten-minute break. Will you please return at twenty minutes
after four?
[The meeting was recessed for about fifteen minutes.]

MR. BEVIS:

Let’s continue, gentlemen.

Since the Chairman of the Board is temporarily absent,
would the representative from Edison Electric Institute make his
presentation? I believe it’s Mr. Austin. Am I correct? Here he
comes! If I introduced you wrong, would you state your name?

MR. JOHN H. AUSTIN, JR.,: Yes, sir. My name is John H.
Austin, Jr. I’m Vice President of Finance and Accounting for Phil
adelphia Electric Company, and appearing here today on behalf of the
Edison Electric Institute.

It’s a pleasure for me to be here on behalf of the inves
tor-owned electric utility industry. We have submitted written com
ments. I do not propose at this time to go back over them or deal
with them in substance, nor spend a great deal of time on the ac
counting theory that has been heavily discussed today. I’d like to
limit my comments to a few brief, general observations from the
utility point of view, and then I’ll be glad to open myself up for
questions.
First of all, let me say that we in the utility business
desire to follow generally accepted accounting principles appropri
ately applied to the rate making process in the manner in which
that process determines our revenues, return on investment, and
matching of costs and revenues. With that general observation, let
me go into three brief points for comment.
First of all, the general nature of a lease — and more
particularly, as I have sensed a tone in some of the material and
some of the discussion here today -- is a longer lease somehow infer
ior or suspect? A lease, basically, is a contract for the purchase
of a service. The service purchased usually has two components, as
we see it: No. 1 can be the use of someone else’s capital, and
No. 2 can be the shifting to someone else of some portion of market
risk.
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Taking a simple example, of course — that of renting a
house. Frequently, if you rent a house, you do so either because
you may not want to use your own capital, or you may not have it,
or you may not wish to assume the market risk of resale.

The length of the term of a lease can frequently cause
one component that I have mentioned to be dominant over the other.
For instance, in leasing vehicles, a short-term, one- to two-year
lease of a standard passenger car primarily shifts market risk to
the lessor; whereas in a longer-term lease of a highly specialized
piece of construction equipment, the use of capital component be
comes dominant. It’s only natural that a lease of a highly special
ized item will have a longer term, and thus a higher payback, be
cause of the limited resale potential for the lessor. The point
here is that the length of the term of the lease, and thus its de
gree of payback, in my opinion, should not become indirectly the
test of a true lease.

It’s perfectly natural and proper for the "use of capital"
and "market risk" components to exist in varying degrees, of relative
dominance in a given situation -- one dominant over the other in a
given situation -- and this should not be determining as to the
existence of a lease.
I’d like to turn now to my second area of general comment,
and that is the utilities’ use of leasing, as we see it. The util
ities have a legitimate need for proper uses of leasing.
Our indus
try is faced with enormous capital requirements to finance plants
and facilities to meet our customers’ demands for energy services
in an industrial and technically oriented and, I might say, environ
mentally oriented society. Let me give you just a couple of figures.
One projection of electric utility capital requirements
is $55 billion over the next five years. Other figures recently
quoted have indicated that in the area of nuclear generation alone
$20 to $25 billion, and $2 to $3 billion for fuel, can be foreseen
as needed by the industry in the first two-thirds of the ’70s. The
lease should be available to utilities for the proper and appropri
ate use to finance portions of these facilities which are particu
larly suited to leasing, because of their special characteristics.
Accounting rules adopted for the purpose of curbing abuses should
not be so restrictive as to prevent the legitimate uses of leasing,
nor to dilute the full financial benefits to be obtained from such
legitimate uses. Since under the law public utility rates are
regulated and based upon the cost to serve, the savings to be ob
tained from the legitimate and proper uses of leasing by utility
companies 'accrue directly to the benefit of the consumer through
the rate making process. The burden should be on the utility com
pany to demonstrate that it is making proper use of leasing. In
these cases accounting and regulatory rules covering leases should
not seriously limit the utilities’ ability to lease, nor dilute the
full benefits to be derived from leasing.
Speaking for my own company -- and I'm sure, for our in
dustry -- we readily accept:
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(1)
The responsibility to make proper use of the lease
contract without gimmickry for the sole purpose of skirting rules
designed to ensure proper use;

(2) To make full and appropriate disclosure of all major
future contractual commitments made in the ordinary course of our
business, including leases; and
(3) To be prudent in the contractual commitments we make
in conjunction with properly providing for the future needs of our
business.

In conclusion, I’d like to make a plea for the need for
analysis. Managements having accepted the responsibility for
proper use, full disclosure, and prudence in utilizing leases, I
then submit that responsibility rests on the financial community
to reach informed judgments through analysis as to the effects on
the future profitability of the company, of all of the contractual
commitments it has made to build for the future.
Surely, it should be obvious that a company can get it
self into difficulty by making inadequate contractual arrangements
for its future business just as much by making excessive commit
ments. Judgment and analysis can never be replaced by entries on
an accounting statement, and it should not be necessary to include
a future contractual commitment on the balance sheet solely to in
sure full disclosure of future cash requirements.

One form of future contractual commitment, such as the
lease, should not be singled out for special treatment or special
stigma. Management must manage prudently and disclose, and the
analyst must analyze and judge. Accounting statements and their
accompanying disclosures are the communicating link.

I’d be glad to answer questions.

CHAIRMAN DEFLIESE:

Questions?

[There were none.]

Thank you.

Financial Analysts Federation?

MS. FRANCES STONE: I'm Frances Stone, and employed by
Merrill Lynch, and serve as the Chairlady of the Financial Account
ing Policy Committee, of the Financial Analysts Federation. We
have filed a statement with the APB.
I would like to emphasize that in the last few years we
have had balance sheets that have been very, very difficult to
analyze. This is primarily because of the way the assets and the
liabilities in total have been put on the balance sheets.
One large
omission is the whole area of the lease obligation. If you look at
the balance sheet, as I do and as most analysts do, then the assets
are the total properties that the company has to work with, and the
liability side is the way they paid for it. If you have a lease
obligation which is not on the balance sheet, you have only part of
the story.
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I would also like to answer the argument that I have heard
here. That if you put the lease arrangements on the balance sheet,
this will raise the debt-to-equity ratio, would weaken the position
of the company and raise the cost of borrowing money. Well, as the
Board has indicated by their questions, it’s pretty obvious that any
underwriter that did not look at the lease payments before under
writing a bond issue would not be exercising "due diligence" in
preparing the issue for the public.

So I think that that is an argument that has very little
worth to it.
The whole of our statement is that the lease arrangement
be looked at not so much for the form in which it is cast, but for
the intent of that agreement. If it is really cloaked in a form
that gives the appearance of a lease, but it is really a financing
arrangement, let's call it that and put it on the balance sheet as
an asset and as a liability. Then we can allow the other party to
record it as a sale. Let's keep the form cleaner than it has been.

I would like to stand on the statement, and I would answer
question if you have some.

MR. BEVIS: Frances, I'd like to make certain I understood
what you said. Did you say capitalization of leases when you are
increasing the debt-to-equity ratio would not change the borrowing
capacity or increase the interest cost? Is that what you said?
MS. STONE: Yes. You are quoting me somewhat more exactly
than I put it, but very much to the point.

CHAIRMAN DEFLIESE:
Of course, you have heard today ex
pressions of opinion to the contrary.
MS.

STONE:

Yes, I have.

CHAIRMAN DEFLIESE: Does this mean that you feel that,
given a uniform approach toward the capitalization of leases, lend
ers' concepts concerning ratios and the like would necessarily give
cognizance to that? Is that it?

MS. STONE: Well, I think they do now. We look at lease
arrangements, in some of the work I do now. One of the things that
we were concerned with last year was to find companies that looked
weak, and we looked at not only fixed charges that they had to pay,
but rental payments as well. How well were they covering the total?
Well, if we’re looking at it, I'm sure that everybody
else -- and underwriters particularly -- is looking at it as well. So
just calling it a lease is like the stork with the head in the sand
kind of situation.
MR. WINTRUB:
You were doing this from a stock analysis
viewpoint, rather than a debt placement viewpoint?
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MS. STONE:

That’s right.

MR. WELSCH: Frances, do you know of any definitive stud
ies or reports other than just opinions that suggest that the inter
est rate would be affected by the capitalization or the noncapital
ization of leases? We have heard opinions, but do you know of any
definitive work that’s been done on this?
MS. STONE: I’m not quite sure that
exact question that you are asking, but there
of capital cost studies that have been made.
appeared in the American Economic Review have
are the effects?

they touch on the
have been a number
The articles that have
touched on this. What

MR. WELSCH: What is the general conclusion -- do you
know -- of those reports?
MS. STONE: I’m not going to quote them — not in this
kind of place. I’d be delighted to send them along to you.
(See
page 118.)

MR. WATT: You have indicated that you are looking for
the asset and the liability. Would you take the case of — let us
assume a tanker that everybody can agree has a 25-year life. If
the lease is for 20 years, are you looking for the asset and the •
liability in the balance sheet?
MS. STONE: I would say yes, generally.
seem to me, would be an asset with a liability.

MR. WATT:

Fifteen years?

That, it would

[Laughter]

MS. STONE: I would say that — even that. You know -anything that is as long as fifteen years. I’ll give you my own
kind of opinion — purely personal -- that when you get beyond five
years you are into an uncertain period, and even five years is
uncertain.

MR. WATT:

Thank you.

MR. WYATT: Frances, your comments indicated some concern
about the analysis that you were able to make of balance sheets
without the leases capitalized. Do you have any similar concern
with regard to the level charges in the income statement that exist
with noncapitalization?

MS. STONE: Yes, of course — you know, being a user of
an income statement or all the statements, actually. We are limited,
really to what is reported to us — even using all of the SEC mate
rial as well. It is very difficult, really, to adjust a figure of
that kind, to bring it more into accord with reality.
I would say if this is the way the number is reported,
and is the best figure we can obtain without having sufficient
knowledge to adjust it, yes,I would accept it.
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CHAIRMAN DEFLIESE: Miss Stone, you mentioned the fact
that you work for Merrill Lynch, and we have also noticed that there
is an absence of investment bankers here that would express an opin
ion concerning capitalization of leases, although I think they have
a very vital interest in it. Do you know whether the Investment
Bankers Association would agree with your position, as you expressed
it today.

MS. STONE: I wouldn’t want to talk for them.
think that’s an unfair question.
CHAIRMAN DEFLIESE:

Really, I

Do you have any idea where they might

stand?

MS. STONE:

No. I’m sorry.

CHAIRMAN DEFLIESE:
would like to come forward.

Maybe we have some in the audience who

MR. WELSCH: Frances, thinking in terms of the lessor, the
discussions this morning on recording the lease as a sale or not
from that side rather than the lessee’s side, are you concerned about
how lessors account for leases? Are you concerned about the dis
counting problem?
MS. STONE: Well, you have an Opinion out at this point.
20 or 21--

I think it’s

MR. WELSCH:

21.

MS. STONE:
[Continuing]
...which is on this whole area
of computed interest and present value. If APB Opinion No. 21 is ap
plied on the other side, in many ways we could perhaps eliminate
some of the problems. I’m aware of the problem, particularly when
you get -- two parties who are extremely close. There really are
no arm’s length negotiations -- as there are supposed to be.

MR. WELSCH: Let’s say you are looking at some of these
companies, and some of them tell you in the footnotes that they
record these leases as sales, and in among this group you have one
or two that say they don’t record them as sales, and you assume
they are somewhat comparable companies. Is this a pretty important
issue from the analyst’s point of view?

MS. STONE: Very. I think this whole problem of being
able to compare companies on a similar basis -- similar accounting
basis -- is probably one of our biggest difficulties. If you are
going to pick and choose among the variety of companies which are
available in any one industry, and you attempt to do it on a logi
cal, reasonable basis, and you end up comparing one company which
does its business by selling, and the other company which does not.
In effect, without doing a great deal of adjustment, which may not
be very good, since, as I said before, we’re on the outside, you
really can’t make a good decision.
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And that’s one of the things which bothered me about the
public interest comments which I heard. From the standpoint of
standing for the public, I like to think that the analyst, in ef
fect, quite often speaks to the public. Many of the recommendations
which analysts make are acted upon by the public. If our informa
tion is poor and our digestion of it is poor, then the whole process
of investment is even poorer. The public really does not read the
annual report, nor does it read, except by a very, very small per
centage, the footnotes.

COMMENT: The public in the context that that comment was
made is the consumer, not the investor.
CHAIRMAN DEFLIESE:

SAME SPEAKER:

I don’t know about that.

Well, I think it was.

MR. WELSCH:
So your line of discussion, then, would sug
gest that there ought to be a somewhat reasonable and consistent
basis for making a decision whether to sell or not to sell; that is,
whether to record a sale or a lease.
MS. STONE:

Yes.

MR. WELSCH: And also whether to capitalize or not capital
ize on the other side?

MS. STONE: Yes. If possible -- and I know this is very
difficult. I must admit, I’m getting an education in my relationship
with the Board on the difficulties in making the decisions, I know
they are not easy. But if we could have some guidelines on how the
decisions are made originally, this knowledge would be extremely use
ful to the users of the numbers which are put together.

MR. WALKER: Apparently you would like to see most leases
capitalized. Would you also like to see a large number of other
executory contracts which are now not capitalized also capitalized?
MS. STONE: You are involving me in what is really a very,
it seems to me, broad discussion. This is a fairly technical ques
tion. If it represents a distinct obligation of the company which
perhaps has been cast in another form, then I think it should be
capitalized too.
QUESTION:
May I ask a question from the point of view of
the analyst? Would it not serve the same purpose to have more dis
closure about leases, but not necessarily capitalize them?

For example, if the footnotes were expanded and gave more
definitive information about the rental payments, and so on, would
that not be sufficient for the analyst?

CHAIRMAN DEFLIESE:

Did you hear the question?
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MS. STONE: Yes. In effect, what you are asking for is
more disclosure, and I would say "Absolutely!" This is exactly
what we need, disclosure in less complicated footnotes than we have
today.
I think the thing that disturbs me more than anything is
to pick up an annual report with twelve pages of very small type,
all of it very important footnotes that I must wade through and
understand before I can even begin to look at the balance sheet and
the income statement. And what we need are some clear footnotes,
if that’s all we are going to get.

But what I would like to see even more, are some of the
tables really put out in bold type. Where it is clearly shown
what we are talking about. What are the leases, what are the obli
gations, how long do they run, what do they cover -- all of the
facts clearly placed on one of the pages of the report.
CHAIRMAN DEFLIESE: Essentially, you would be satisfied
with the equivalent information, even though not on the balance
sheet? Is that it?

MS. STONE: Yes. I think I could manage to use that.
Provided that report went to the public was very explicit, so that
someone without training in accounting could know that what he was
looking at was an obligation.
The thing you can't depend upon is that everybody who reads
that annual report will know as much as you do about accounting, and
I think that’s something we have to get past.
CHAIRMAN DEFLIESE:
You have heard us refer today to the
effect of capitalization upon the income statement as a result of
the use of depreciation and higher interest in the early years.
Since you would be satified without the capitalization, would you
be satisfied with the level lease costing that’s presently reflected?

In other words, if there was some need for recasting the
cost into depreciation and interest, which, of course, would give
a different result than the level lease payments?
MS. STONE:

I think I could take those kind of figures.

[Laughter]

MR. WELSCH: Let me ask on this point: Just for instance,
if there is a $5 million lease obligation that the lessee could
capitalize, if it were capitalized on the asset side and showed up
on the liability side initially, that would be one form of reporting.
Another would be not to do that, but to say down in the footnotes:
In addition to the liabilities shown in the balance sheet we have a
$5 million liability that’s not shown above, and we’re telling you
about it down here.
Of course, that strikes me as not too desirable, even from
the point of view of the company reporting, because in that case the
asset never shows -- just the liability,
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Would you have any comment on such a choice?
MS. STONE:
I would think that any corporation that re
ported the liability would report the asset. I couldn’t see that
they would only report one side of it.

MR. WELSCH:
So they should say in the footnote: We have
a $5 million asset and a $5 million liability?
MS.

STONE:

I would think so.

COMMENT: The statement has been made that one of the
reasons you shouldn’t capitalize leases is because they are equiv
alently executory -- they are both obligations on each side. You
are raising the question now as to whether, while those were equiv
alent in value to start with, they are still equivalent in value;
and if you have a vast disparity or a growing disparity in value
between the two sides of an executory contract, I would find it hard
to overlook that in presenting a financial statement.
And the assumption is made here that when they start out
on a bargain basis, the two sides of that entry are going to be
equal in value for thirty years, and that’s not so at all. If you
had a value for value arrangement, with yen on one side and dollars
on the other side a couple of months ago-CHAIRMAN DEFLIESE:
the interest differential?

Are you referring to the point I made,

SAME SPEAKER: Supposing you signed a 40-year lease for a
delicatessen in an area that later became a wasteland, and you have
the right to use the property as a delicatessen for the 40 years,
but there are no customers-CHAIRMAN DEFLIESE: I’m afraid that our present accounting
would give cognizance to that.

SAME SPEAKER: The reason why is not the question of exec
utory nature, but the difference in value in the two sides, and
that's been overlooked in all of these comments.

CHAIRMAN DEFLIESE: We have overlooked it, I suppose,
principally with the understanding that, should we ever be faced
with a lease commitment for which there wasn’t an equivalent value,
our accounting would give recognition to that and actually reflect
the loss when it’s so determined. That, I think, has been gener
ally followed.
But I think there’s another element which I thought you
were referring to, and that is the value of the properties might
increase rather than decrease, and therefore you have an ownership
situation. But, of course, present accounting doesn’t give recog
nition of that anyhow.
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SAME SPEAKER: Well, on either side, just disparity is
what I was talking about.
CHAIRMAN DEFLIESE:

The interest alone would create a

disparity.
Any other questions?

[There were none.]

Thank you.

Securities and Exchange Commission?
MR. CLARENCE SAMPSON: Good afternoon! I’m Clarence
Sampson, and I’m the Associate Chief Accountant of the Securities
and Exchange Commission. As these gentlemen all know, I’m not
empowered to speak for the Commission, so anything I say will be on
my own.
I only have a couple of points to make. Most of the arg
uments have been made, pretty much, already today. The Commission
authorized Mr. Barr, Chief Accountant, to send a position paper to
the Board in which we largely repeated statements that we had pre
viously furnished to the Board, and, of course, they are available
for everybody to look at. There are only two things I want to
remark on before I answer any questions which you may have. One con
cerns Opinion No. 5, paragraph 10, I believe, which contains the
material equity clause.

We believe that this clause has been relied on in the past
to provide that transactions which were in substance purchases of
assets were not recorded as such, and we have urged the Board to
take some action so that these kinds of transactions would be capi
talized, the assets would be recognized, and the liabilities set up.
That's the biggest, most substantive comment we had on Opinion No. 5.

On Opinion No. 7 the Commission has felt pretty much that
we agree in general with the Opinion as it is written. We have
recognized, because of the number of leasing companies which are
coming to us to raise money or to sell stock to the public this year,
that there have been questions as to the proper accounting, partic
ularly in conjunction with third party transactions.
We urged the Board in our previous letter to take cogni
zance of this when you were considering whether or not Opinion No. 7
needed to be revised, and we support the Interpretation which was
released in September. We felt that it was necessary so that all
companies would be aware that the current Interpretation of Opinion
No. 7 needed, really, to be spelled out better, so that companies
could be sure that they are following an Interpretation which every
one can agree with. So we are in support of that.

I think the Interpretation itself spells out the reasons,
basically, why we do support the Board in its release of it. That’s
all I have to say, gentlemen, except in response to any questions
you may have.
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MR. WELSCH:
I have a general question of information.
Is
it the sense of the people at the SEC that there has been consider
able abuse in this area of leases?

MR. SAMPSON: I don’t want to try to interpret "consider
able." I have seen transactions which, in my opinion, I thought
would be more fairly reported if an asset was set up on the balance
sheet and an appropriate liability reflected; or to correspond to
the terminology -- I don’t want to try to say what terminology
should be used — but an entry on the credit side.

MR. WYATT: Clarence, have you had any concern -- without
using the word "considerable" -- for the level rental charge in
these transactions that appear to border on capitalization?
MR. SAMPSON:
I'm aware of the differences that result
when you capitalize -- if we have capitalized a lease and reported,
say straight-line depreciation and a declining interest expense —
I'm aware of the differences that would result on the income state
ment. I don’t know that there has been considerable discussion,
if I may use the word, at the Commission on this matter.
If I may give my personal opinion, I believe that a trans
action which is a purchase and should be recorded as an asset should
result in an equivalent income charge to the charges recorded in a
transaction in which an asset is bought and financed by borrowing
money from a bank -- the same income charge should result. That's
my personal opinion.

MR. WESTON: There’s a little flavor coming through on
page 3 of your prepared statement that you believe Opinion No. 7
reflects more accurately, of course, the substance of the lease
transaction, and you are saying that 5 should possibly follow that
in terms of leases to be capitalized. Would that be a fair inter
pretation of the first two paragraphs on page 3?

MR. SAMPSON: I think it’s clear in our letter — our
original letter -- and possibly repeated here that we think, in
most cases, anyway, that the accounting would follow so that we
have consistent accounting between the lessee and the lessor. I
don’t know that there’s any commitment that it always would have
to be the same.

MR. WESTON: What I’m getting at is the difficulty of
describing criteria for installment purchase of property, which we
have found today is a rather difficult term to define in any oper
ational sense.

fining it.

MR. SAMPSON: I understand the problems involved in de
Is there a further question there? I’m not sure I--

MR. WESTON: No. I was just trying to — my reading of
your paper infers, I guess, that you believe the installment pur
chase idea should be clarified, and there seems to be some thrust
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that Opinion No. 7 has a better definition of it than 5. That’s the
way I’d read the top of page 3, although it doesn’t say that.

MR. SAMPSON: I
we feel that the material
impossible to pick up all
up; whereas Opinion No. 7

think you may read that in there, because
equity clause in Opinion No. 5 renders it
the things which we think should be picked
we are more generally in agreement with.

MR. ARMSTRONG: If I may, Mr. Sampson -- and I know full
well you can’t speak for the SEC -- but in your personal opinion
does the SEC have within its own charter the right to establish and
interpret accounting rules?

MR. SAMPSON: If you would read — I believe it's Section
19 of the ’33 Act — you would find a pretty detailed description
of the SEC’s authority and responsibilities in this field. I think
you would find that it does exist.

QUESTION: You referred to all of the recent prospectuses.
Just to get my own perspective properly set, are you talking mainly
about controlled leasing companies -- in other words, one that has
an affiliation with a manufacturer -- or are you talking about in
dependent leasing companies, or both?

MR. SAMPSON: I understand you question. I don’t know
that I can set it out clear enough to answer you very adequately.
Certainly, the third party transaction is a major area that has
brought this whole thing to a head, but I think the problem exists
in both those which are affiliated with a manufacturer and those
which are independent.
QUESTION: Does the SEC -- or is it your opinion -- that
the finance method can’t be used unless the discount value of the
rental equals the selling price or the cost, as the case may be?
Is that a consideration of the SEC?
MR. WESTON:

Would you stand up?

We can’t hear you.

SAME SPEAKER: Does the SEC feel that the operating method
of accounting must be used if the discounted value of the rentals
don’t equal the selling price or the cost?
rectly.

MR. SAMPSON: I'm not going to answer your question di
I'll answer it in this way.

The SEC has always, throughout its history, relied on the
accounting profession to write generally accepted accounting princi
ples. We have cooperated with them very actively, and we are going
to now see what these gentlemen feel is the appropriate method to
account for these transactions. And unless we have very strong
opinions on what they come up with, we will, no doubt, go along with
the opinion as written by them.
[Laughter]

CHAIRMAN DEFLIESE: I think the thrust of that question
was whether or not the SEC agreed with the recent Interpretation
along those lines.
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MR. SAMPSON: I thought I answered that question before.
We did cooperate with the profession, and we do agree with the
Interpretation as released.
QUESTION: Would you agree with something else along this
line? [Laughter] Would you personally -- or do you feel that
that's the proper way of looking at it?

tion?

MR. SAMPSON:
Yes.
SAME SPEAKER:

Do I personally agree with the Interpreta
You think it's the only-- ?

MR. SAMPSON: I would never answer any question that it's
the only way to do anything. These are not easy questions, as
other people have said earlier.
none.]

CHAIRMAN DEFLIESE:
Thank you very much.
CNA Nuclear Leasing?

Any other questions?

[There were

Mr. Zises!

MR. ALVIN ZISES: My name is Alvin Zises, and I'm Chairman
of CNA Nuclear Leasing, which is a subsidiary of CNA Financial Cor
poration, a holding company in the insurance and financial field.
And so from that point of view I believe I speak also for investors.
I'm also a consultant to Bankers Leasing Corporation,
which we created eighteen years ago at the invitation of the First
National Bank of Boston. And so from that point of view I might
speak not only from the lessor's point of view, but also from the
point of view of some banks though I don't claim that what I say is
necessarily the viewpoint of the First National Bank of Boston.

First, may I say that we believe, as lessors, in fullest
kind of disclosure of all commitments, including lease commitments.
We believe that APB Opinion No. 5 is deficient. We believe that
APB Opinion No. 5 requires the disclosure of those leases in which
a material equity has been built. These leases are supposed to be
capitalized under Opinion No. 5 -- and we agree with that.

We believe that there are, in law, other forms of leases -pseudo-leases -- which are, in law, indebtedness, and they also
should be capitalized. These are leases which sometimes are called
"hell or high water" leases, in which the lessee guarantees the debt
of the lessor directly to the lessor's lenders, or under which there
are straw lessors. Generally, the indebtedness of the lessor is
guaranteed through a legal document -- the lessor's indebtedness is
guaranteed through a legal document by the lessee. We believe that
these transactions are under law indebtedness, and therefore should
be capitalized.
We are, however, against the capitalization of leases
which, under law, are executory contracts. We believe that they
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should not be capitalized either on the books of lessees or on the
books of lessors. And we sometimes are confused by what is meant
by the words "in substance."

An executory contract is one with an indefinite liability.
As Carman Blough once stated, nobody knows the amount of legal
liability under a lease until the court determines what the damages
are. Hence the economic consequences flow from the legal distinc
tions between a debt and a lease.
We believe that the way to determine what to capitalize
and what not to capitalize is to determine the legal nature of the
transactions because the economic consequences often flow from the
legal distinctions. Economically there’s a difference in the risk
between an executory contract of lease and an evidence of indebted
ness, which I also believe is a security. In my lectures at the
Harvard Graduate School of Business I outlined at least ten differ
ences between a net lease and an evidence of indebtedness which pro
duce different economic consequences.
Nobody knows the legal liability under a lease. The legal
liability under indebtedness is a sum certain; indebtedness is pay
able at a fixed date or dates in the future. A "hell or high water"
lease, or a lease with a guarantee of the lessor’s indebtedness
constitutes a sum certain, and that should be capitalized.

We’re supposed to be looking at economic substance. I
know that accountants don't like to seek the opinions of counsel
as to what economic substance is; but in the case of a lease -- not
a pseudo-lease, but a lease -- I’m afraid the accountants are going
to have to go to counsel, because the economic consequences flow
from the legal aspects of the transaction.
The form of recording here is under review, and not the
substance. What a lease is is determined by law. Under Section
162(a)(3) of the Internal Revenue Code, and under 57(c) of the
Code we can learn what the definition of a lease is. But I’m afraid
that what some accountants are suggesting, is that we will be cap
italizing certain executory contracts and treating as a lease cer
tain evidences of indebtedness. I would like to read excerpts from
certain court decisions of recent vintage.

Here’s the case of Owen W. Gamer vs. U. S. in the U. S.
District Court, North District of Texas, Fort Worth Division this
year. We have been talking about economic life being a determina
tion of what a lease is, or the residual values being the deter
mination. Let me read part of the charge of the court to the jury:
"If you find that the users of the equipment made socalled rental payments which were materially in excess of the cur
rent fair rent of the equipment, you may consider that fact, that
the contract was something other than a lease. If, however, you
should find that the users of the equipment paid a rental which was
equal to or less than the current fair rental value of the equip
ment, you may consider that fact, that the contract was a lease and
not a sale."
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This was a case involving personal property
162(a)(3), which follows Section 10 of APB Opinion No.
"front-load" the rents, you build a material equity.

under Section
5. If you

Almost all leases of personal property are full payout
leases, and in order to have "something of value" or a residual at
the end of a full payout lease, you must "front-load" or telescope
the rents.
The rental payments must be "materially in excess of
the current fair rent of the equipment."

addressed

Let me go to the point as to residual that this court
itself to:

"If you find that the total of the so-called rental pay
be made over the life of the contract was approximately
equal to the original purchase price of the equipment plus interest,
and that the equipment would still have a reasonable value at the
end of the contract, you may consider that fact as showing that the
contract was something other than a lease."

ments to

Therefore, if you have a substantial residual in a full
-- and almost all net leases of personal property are
full payout -- that is not a lease.

payout lease

Let me go to a landmark decision in which the IRS chal
determinations a lessor called Lockhart
Leasing Company. In this instance, Lockhart Leasing Company vs.
U. S., the Circuit Court of Appeals for the 10th Circuit affirmed
the former decisions of both the Tax Court and the Federal District
Court that the net full payout leases in question were leases. Let
me quote from this decision:
lenged in three different

"The customer" -- the lessee — "assumes all the risks
of loss.... The length of the agreement was negotiated on the
basis of the type of the equipment and its expected use by the
customer." The customer was planning to use it for its useful life
to him.
Here are three courts, one after the other, that said a
lease for the expected useful life to that particular lessee was a
lease. Is the accounting profession going to say:
"No, that’s an
installment purchase, an evidence of indebtedness?"
Or is the
accounting profession going to say:
"It’s a lease?" Because the
law says it’s a lease.
I have been toiling in this vineyard for over fifteen
years, and I have found that there are many misconceptions about
leasing. The "risk of loss" criterion in APB Opinion No. 7 as to
determining whether a transaction is an installment sale or a lease
has been rejected by both the courts and the statute. Let me read
Section 57(c) of the Internal Revenue Code, which defines a net
lease:

"...property shall be considered to be subject to a net
lease for a taxable year if - (1) for such taxable year the sum of
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the deductions with respect to such property which are allowable
solely by reason of section 162 is less than 15 percent of the
rental income produced by such property....”

That’s part (1).

Under that portion of the Code, if the lessee has to pay
for the garaging or maintenance or insurance, the taxes, and so
forth under the lease, it’s still a lease.
"...or (2) the lessor is either guaranteed a specified
return or is guaranteed in whole or in part against loss of income."

The risk of loss test runs contrary to the statute. It
runs contrary to the case decisions. It runs contrary to the eco
nomic consequences which flow from the transaction.
We suggest that APB Opinion No. 7 be revised. In Bankers
Leasing Corporation we have consistently refused to follow APB
Opinion No. 7. We think it’s too permissive; and therefore our
financial statements have been qualified by our accountants. In a
footnote they have said that, if we had used APB Opinion No. 7, our
income would be X dollars higher, and our retained earnings would
be Y dollars higher.

We believe that APB Opinion No. 7 should be revised so
that income is recorded as received, and that all costs and expenses
should be expensed as incurred. We believe that residuals should
be taken into income when the cash upon sale of the residual, is
received.
As to APB Opinion No. 5, we think that if the accountants
want to know what the transaction is, they should seek an opinion
of counsel. You are taking on a major responsibility, gentlemen,
if you are going to call the transaction something which it is not.
I have made calls on many investors, many bank investment
trust departments, many insurance companies. They have said that,
if a lease is capitalized on the books of the lessee, and if the
indentures that are outstanding define debt in balance sheet terms,
these investors say they have no other course, either as fiduci
aries in the case of trustees, or in the case of insurance companies,
than to call the indenture in default if balance sheet rates or loan
restrictions are contravened.

One I spoke to recently is a stock company. They said:
We have an obligation to our insureds and to our shareholders to
call the transaction in default if, for example, the required ratios
are contravened.
We have examined the laws of a considerable number of
states. The tax gatherers in Texas, Oklahoma, Massachusetts, and
Michigan, for example, are going to exact an additional tax beyond
and above the taxes that would be paid or incurred by the lessee.
They are going to tax the "lease” obligation or the "lease" asset.
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I'd be

glad to answer any questions.

CHAIRMAN DEFLIESE:

Do you have any questions, gentlemen?

MR. WATT:
It was clear to me that you would call an in
stallment purchase a lease which had a high rental in its early
periods.
Would you take the case of a 25-year tanker, where every
body agrees that the life is 25 years, and take a level payment for
the entire 25 years, and tell me:
Would you capitalize that as
saving contracted for the material equity?
MR. ZISES:
I need further information to answer that
We have leased hundreds of thousands of items of equip
ment, many of them for "their full useful life to that lessee.”
and, then, in every instance (except one that I can remember,) when
the lease was terminated, the property was either sold or leased
to another user.
I don't know what the "useful life” of a piece
of property is.

question.

But let's say that through some divine intelligence we
know that the life of that property was going to cease 25 years
from that date, and that the lease was a noncancellable lease, and
that the lessee had an obligation to pay rental for 25 years, and
then at the end of that period the property was absolutely value
less -- a very unusual example because I don’t know of any, except
in one instance.
I would say that, under law, would be considered
as evidence of indebtedness.
I offer you the case of the Estate of Delano Starr in
something similar held the transaction

this instance.
The court in
to be a conditional sale.

MR. WATT:
MR. ZISES:
MR. WESTON:

Then your answer is yes?

Yes.
Why did the court arrive at that conclusion?

This was an instance where the lessor leased
installed in a building which had a life of
forty years. He got a loan from a bank for a period of five years,
and amortized the cost of the property under lease over five years.
MR. ZISES:

a sprinkler system,

The court declared that the lessor was going to abandon
the property at the end of the term. The rents were "front-loaded.”
The court held that in that instance the lessee was building an
equity.
I don’t know of a case on all fours.
most unusual one.

Your example is a

MR. WATT: No, a company may own a tanker which it depre
ciates for tax purposes over 25 years.
MR. ZISES:

"For tax purposes" is something else.
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MR. WATT: And then the company goes out and rents another
tanker, I’m a public accountant, and I’m taking depreciation on the
one that's clearly capitalized, and that’s on the tax returns. And
here’s a similar tanker that’s being leased for 25 years. So I
think you can find some cases where companies which are outright
owners and also lease almost identical property.

MR. ZISES: You may, but let me assure you that in the
hundreds of thousands of instances we have leased property, includ
ing motor vehicles — we have leased well over a billion dollars
worth of property over eighteen years, and we haven’t come to an
example like that one.

We did lease one of the first Univacs to a utility. This
was a cancellable lease, but they kept it beyond the period that we
thought was the useful life. The lessee had to pay somebody to
take it away. But that was the only instance I can remember.

MR. WINTRUB:
On that tanker, as you indicated, by divine
inspiration we know it has a life of only 25 years-MR. ZISES:

And then it had no value.

MR. WINTRUB: Scrap metal is still worth $50 a ton, and
the ship weighs X tons and the value of those Xtons belongs to the
lessor. Now, would you say that that is a debt obligation to be
capitalized, or does it really consist of a lease with a residual
for the lessor?

MR. ZISES: Again, this is an example that is unusual,
but I would say, if it were a noncancellable lease, noncancellable
by either lessor or lessee, I would be inclined to capitalize it.
MR. WINTRUB: Even though the lessor will receive addi
tional value after the termination?
MR. ZISES: Well, the value is for all practical purposes
"de minimis" or nominal.
MR. WELSCH: Couldn’t you assume hypothetically that it
has material value, in answer to the question? You see, we’re try
ing to make a distinction. If the lessee gets the residual value,
and it’s substantial, that is one question. If the lessor gets the
residual value, and it’s substantial, that is another question.
Where do you stand on that?

MR. ZISES: Let me go to a statement by Columbia Professor
Gordon Schillinglaw in his article, Residual Values in Investment
Analysis, in the Journal of Business of October, 1955. I'm not
quoting him exactly, but in substance he says:
In those leases
where residuals may be meaningful, the lessor has sometimes adjusted
his rentals (either over the period of lease or the final rental
payment) in order to compensate the lessee for the loss of residuals.
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Now, you should note, when there are residuals, a resid
ual is just an addition to the rate of return.
That's all it is
economically.
And you will always factor that into your calcula
tions one way or another in determining the rentals.
You can factor
it into your rate of return over the lease, or you can factor it
into your rents toward the end.
But that doesn’t make it any less
of a lease.

CHAIRMAN DEFLIESE:
Mr. Zises, in the given case let’s
say the lessee had the option to purchase at the end of the 25 years
for $1.

tional

MR. ZISES:
That would be considered, under law, a condi
sale and should be capitalized.
MR. WESTON:

Is that

true in all states?

MR. ZISES:
It certainly would be considered under the
Code.
It would be so under the Uniform Conditional Sales Act, Sec
tion 1, adopted by most states, and under the Section 1-201(37)(b)
of the Uniform Commercial Code which is similar in substance to
this Section of the Uniform Conditional Sales Act.
The Uniform
Conditional Sales Act which is the general approach of many of the
state courts provides in Section 1:

"In this Act ’conditional sale’ means...(2) any contract
for the bailment or leasing of goods by which the bailee or lessee
contracts to pay as compensation a sum substantially equivalent to
the value of the goods, and by which it is agreed that the bailee
or lessee is bound to become or has the option of becoming the owner
of such goods upon full compliance with the terms of the contract."
Sales

A similar approach is embodied in the Uniform Conditional
Act in Section 1-201(37) as follows:

"Unless a lease or consignment is intended as security,
reservation of title thereunder is not a ’security interest’....
Whether a lease is intended as security is to be determined by the
facts of each case, however, (a) the inclusion of an option to
purchase does not of itself make the lease one intended for secur
ity, and (b) an agreement that upon compliance with the terms of
the lease the lessee' shall become or has the option to become the
owner of the property for no additional consideration or for a
nominal consideration does make the lease one intended for security."

These principles seem to follow to some extent the Inter
nal Revenue Code which in Section 162(a)(3) states that there shall
be allowed a deduction for "...rentals or other payments required
to be made as a condition to the continued use or possession, for
purposes of the trade or business, of property to which the tax
payer has not taken or is not taking title or in which he has no
equity."

Section 10 of APB Opinion No. 5 seems to follow Section
162(a)(3) of the Internal Revenue Code.
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MR. WESTON: Well, the Code is something else again.
equate the Code with the law.

You

MR. ZISES: It is the tax law of the land; but I would
say that in most states this would be true.
CHAIRMAN DEFLIESE: I think you ought to recognize,
Mr. Zises, that the Board has gone on record that tax accounting
doesn’t govern income accounting.

MR. ZISES: I’m afraid, however, the tax gatherers would
look very often to the form of accounting.
Now, we have suggested that there is a way to avoid all
of the really onerous consequences. We believe in the fullest dis
closure, and in our offering to the Board have suggested a detailed
schedule of material contractual commitments under all types of
executory commitments. This is what the investors seek. When
William Trapnell, Vice President of Provident Mutual, was Chairman
of the Financial Analysts Committee on Government Relations, his
committee suggested to the SEC that expanded footnotes and detailed
schedules be utilized as the method of reporting leases and other
contractual commitments and not capitalization.
I believe that the accounting profession saves itself
and its customers -- clients and industry — a tremendous amount
of problems if it seeks the fullest kind of disclosure, but doesn’t
require an arbitrary figure put on the balance sheet which would
impute debt to a transaction that is not debt.
I would also suggest that you have a "short" caption in
the balance sheet referring specifically to the schedule. We believe
in the fullest disclosure, but we see no reason for some arbitrary
arithmetic calculation within the balance sheet that could unfairly
damage your clients and their shareholders.

MR. WELSCH: Does this mean that you would not capitalize
any leases? You would put them all in the schedule?
MR. ZISES: If they were executory contracts, I would use
a detailed cash flow schedule and refer to it through a caption in
the balance sheet.
MR.

WELSCH:

But would you capitalize the rest of them?

MR. ZISES: Anything that, under law, is indebtedness
should be capitalized. I don’t care what name you put at the head
of the page. If counsel says this is a security--

MR. WELSCH:
MR. ZISES:

Let me just clear up one point.

Surely.

MR. WELSCH:
You are suggesting, then, that the APB should
say, that in auditing these situations, the client will be required
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to employ outside counsel,
to give an opinion on each

or outside counsel should be employed
lease? Is that what you are saying?

MR. ZISES: I would say that, if the nature of the trans
action wasn’t clear, an opinion of counsel should be obtained. It
might not necessarily be outside counsel.
MR. WELSCH:
independent counsel?

MR. ZISES:
MR. WELSCH:

You don’t mean company counsel?
Why not?

O.K.

You mean

I see no reason why--

I just wanted to be sure.

QUESTION:
Did you mean to say in response to George,
"But for tax purposes is something else," and yet you were citing
the Internal Revenue Code?

MR. ZISES:
The Code has stated that there is one type of
transaction which is a lease, and that’s under Section 162(a)(3)
and 57(c). Many state laws use the same substance.

Now, I'm not an attorney, but in the cases I have read,
if there is a nominal purchase option, the transaction is considered
an evidence of indebtedness. I have a case here in the 5th Circuit,
Sanders, Trustee in Bankruptcy for the Atlanta Times vs. Commercial
Credit Corporation, and this was a case in bankruptcy, and I have a
copy of the lease. I think some accountants here would say this is
obviously an installment sale, but the court didn’t say it was an
installment sale. The Federal District Court and the Circuit Court
of Appeals didn’t.

I’ll lease these with you.
said from a security point of view:

And let me read what they

"The contention of the trustee has been noted by the
referee and approved by the District Court... overlooks the prime,
essential distinction between a lease and a conditional sale. In
the absence of a right or option in the lessee to acquire owner
ship of the leased property, the transaction is one of lease."
This is the latest high court decision that I have been
able to find from a security point of view. This is Sanders,
Trustee in Bankruptcy for the Atlanta Times vs. Commercial Credit
Company, and I was fortunate enough to get the actual lease.
Incidentally, there are renewal options into perpetuity,
just as there are in IBM, in Xerox, and in Hertz.

MR. WELSCH: Isn’t there another distinction to be made
between a conditional sale and a lease.
MR. ZISES: The purchase price had not been paid by the
lessee -- the amount was more or less -- at the time the lease was
terminated.
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MR. WESTON: Would you recommend that the Board put into
the Opinion, then, this material contractual commitment schedule
which you have in your paper?

MR. ZISES:

Yes.

MR. WESTON: How do you differentiate the minimum amount
in this column from what you described as the arbitrary amount that
we would put in the balance sheet for leases? You say we shouldn’t
be putting an arbitrary amount, but it will be put on this schedule.
MR. ZISES: I have no objection to some calculated figures
placed in the schedule -- in addition to anticipated cash flows -but the reason I have suggested it is that accountants seem to feel
that some figure is desired. I don’t think so.
MR. WESTON: The analysts tell us that some figure is
useful, and we heard a little while ago that putting it on a sched
ule or putting it on the balance sheet is a choice. Are you urging
us to have it in two places, as opposed to putting it in one?
MR. ZISES:

I’m suggesting it not be put in the balance

sheet.

MR. WESTON:

MR. ZISES:

Why is that?
Well, first of all--

MR. WESTON:
[Continuing] I mean, just generally, because
you say it’s important information and should be in a schedule.

MR. ZISES:

First of all, it is not an evidence of indebt

edness.

MR. WESTON:

We agree with that.

MR. ZISES:
Secondly, too many of us assume that the fi
nancial analysts are, in every instance, all-wise. They are liable
very often to impute debt characteristics to a capitalized lease,
and they are-MR. WESTON: Do you have any evidence for that statement?
You make that in your paper.

MR. ZISES: If you read Eli Shapiro’s paper, "Financing
in an Imperfect World," I think you will get that philosophy.

MR. WESTON: Do you have any evidence that this happens?
You see, your paper -- just to comment on your paper, you have all
sorts of things, that the analysts will be overwhelmed by capital
izing leases, railroads will have to increase their rates, and I
wonder if you could submit later to the Board some evidence on all

those statements.
MR. ZISES:

I have spoken to them.

10?
MR. WESTON:
But if you could give us some evidence as to
those opinions in your paper, I think it would be helpful.

MR. ZISES: I would rather not mention in open court who
they are, but I’ll write to you and give you the names of some of
the officers of some of these large investors who felt that this
would be a dangerous situation.
QUESTION: You referred to evidence of indebtedness and
sum certain, and therefore they should not be on the liability side
of the balance sheet.

MR. ZISES:

An evidence of indebtedness should be.

SAME SPEAKER:
But you are not putting leases on, because
they are not evidences of indebtedness.

MR. ZISES:

Right.

Yes.

SAME SPEAKER: How about insurance reserves, product war
ranties, deferred income taxes? Would you eliminate those from the
balance sheet too?

MR. ZISES: I would have to give that some thought. I
am not an accountant, and I am addressing myself right now to lease
capitalization. In fact, the only course I ever took in accounting
I flunked, so-[Laughter]

QUESTION: Mr. Zises, I’m disturbed about one of the
statements you made. I want to make sure I understand it. You
sort of brushed over APB Opinion No. 7 from the standpoint of the
lessor. You said, in fact, I think -- correct me if I am wrong -incidentally, I have been involved in companies who leased a bil
lion dollars of equipment, so I can speak somewhat.
You said perhaps the rental revenue should be taken in
as received on a cash flow basis, and that the residual also ought
to be recognized in income when received.
MR. ZISES:

Right.

SAME SPEAKER: You also then didn't say, but I assume you
would think that the interest cost incurred on the debt to finance
that equipment would be expensed as incurred.

MR. ZISES:

Right.

SAME SPEAKER: Now,in my opinion, if you have a contract -a firm contract -- for a set amount of rentals to be received, you
have in effect a certain receipt that you are sure you are going to
receive, subject to a bad debt reserve or a loss reserve. You could
also say that this loss reserve could perhaps cover the residuals,
because you are going to receive a residual, more than likely.
There’s a big history that you will. It’s not a supposition. There
fore, the residual is somewhat certain, subject to a reserve for
losses.
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Now I think personally that the difference between what
you are going to receive, Including the residual, what you paid for
the equipment, and the interest cost in the future, plus a reserve
for losses, could — that difference could very well be taken into
earnings right now.

I’m not advocating that, but I think you can make a case
for that, just as you can make a case for going on a cash basis.
And I think that if you take it in on a cash flow basis, you are
in effect distorting income. You are recognizing all the costs
now, and none of the income.
MR. ZISES: This is the way we have done it for eighteen
years, and eventually it catches up with the income statement--

SAME SPEAKER: The way we have done it for eighteen years
is the other way, and it has never caught up with us.
[Laughter]

CHAIRMAN DEFLIESE: I want to make it clear that this
open questioning is only for the purpose of making certain that the
speakers’ comments are understood, and not to prolong the discus
sion otherwise.
QUESTION: I have one question, on a comment that Mr. Win
trub made about this ship that has scrap value at the end. You
advocate capitalizing that. On whose books would you put this re
sidual, or this scrap?
MR. ZISES: Well, essentially, I believe that the question
itself was most unrealistic. I thought I made that clear. It’s an
example that would never be faced in practice.
SAME SPEAKER: Addressing myself to Mr. Wintrub, then,
if you did have this situation where you have a scrap at the end
that’s worth so much a ton, the lessee capitalizes the transaction.
The lessor has a receivable. Who has the residual?

MR. WINTRUB: The scrap value, the way I expressed it, was
the minimum value, because it has to be worth $50 a ton. It might
still float, in which case it might have a utility value. So I was
expressing the quo to Mr. Zises’ guide.
I visualized that the lessor, having a potentially float
able hunk of iron, would have to have some fixed asset on his books,
because he would, in fact, end up with a fixed asset or dollars for
the scrap at the end of the term.

SAME SPEAKER: So if we capitalized that, we would have a
lessor with two assets and a lessee with the other part of the
fixed asset.

CHAIRMAN DEFLIESE:

Thank you, Mr. Zises.

Now, it’s my understanding that a Mr. Kramlich would like
to make a speech. Is he present? Won’t you come up here, please?
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And would you identify yourself and your connection?
MR. DOUGLAS KRAMLICH:
Yes.
My name is Douglas Kramlich.
I'm President of Krambo Corporation. We’re a firm that specializes
in contract finance, especially lease financing. We're investment

bankers.

Earlier in the hearing you mentioned that you had not
heard loudly from investment bankers, and I wanted to address my
self to the points from two frames of reference: No. 1, in my pres
ent role as an investment banker specializing in contract finance;
and No. 2, I thought it would be helpful to give the hearing the
benefit of my background as an institutional lender. I had been a
securities man at Connecticut General Life, investing primarily in
contractually supported financings.

Let me take the investment banking first.

As we outlined

in the paper that we submitted, we think that, if a lessor has

substantial incidents of ownership, the lessor is or should be the
owner for tax purposes and for financial reporting purposes and the
lease is a pure lease.
On the other hand, if the lessee is the beneficial owner
one way or another, then we, like Alvin Zises, think that this is
a financing, and it should be capitalized on the lessee's books.
This is our position as an investment banking firm specializing in
this type of finance.
As a lender, my position is twofold. No. 1, I'm a credit
analyst; and No. 2, as far as investing in a given contractually
supported private placement, I have the responsibility of getting
my institution's finance committee approval.
As an analyst whether you capitalize leases of either
sort -- beneficial ownership or pure lease makes little or no differ
ence to me, because I am going to be looking for the detailed dis
closure that Mr. Zises was talking about that (which might be avail
able in the footnotes). I'm going to be looking at the credit and
at interest and rental coverage or, if the leases are capitalized,
I'll be looking at them as a balance sheet item. But in either
event, I as an analyst am going to look at the lessee as a credit.
The lessee's stature as a credit is the important thing to me as
an insurance company private placement investor.

On the other hand, when I go to finance committee, I am
going to have a number of members of that committee that may not be
quite as familiar with this type of transaction as I; therefore, if
you require capitalization of all leases, I know that I may have a
slightly more difficult time receiving finance committee approval
for a given transaction. But if I have confidence in my credit
judgment, I'm going to make my finance recommendation to the com
mittee knowing I may have a slightly more difficult time.
bankers.

This substantiates, I think, our position as investment
We would like to have the information itself available
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for analysis, not an across-the-board capitalization of leases. We
are very much for extensive disclosure of leases, other contracts,
and fixed charges that might be beneficial to analysis by long and
short term institutional investors.

MR. WINTRUB: Did you mean when you referred to the in
vestment committee, that you would have to go to them and explain
more carefully and that conceivably the interest rate might be
higher to get them to approve the transaction than what the interest
rate would be if the leases did not appear on the books?

MR. KRAMLICH: I think that it’s possible that the inter
est rate would have to be somewhat higher if enough people saw those
capitalized leases and thought therefore that the lessee was not as
substantial a credit as heretofore thought. I as an analyst would
think that there is little or no difference in the lessee as a
credit, but I might also think a somewhat higher rate would be re
quired to get finance committee approval.
CHAIRMAN DEFLIESE: You are just saying that there are
traditional blocks in their thinking in this respect, is that it?
They are used to certain debt-equity ratios, and if leases are cap
italized, they are going to grind them in, even though the equiva
lent lease that's not capitalized would not be ground into their
thinking ?

MR. KRAMLICH:

Yes.

CHAIRMAN DEFLIESE: Do you believe at some point that if
we were to capitalize all leases, this could be eliminated from
their thinking; that there would be new thinking about debt-equity
ratios which would give recognition to leases?
MR. KRAMLICH:
I think the problem is that you have a
whole array of leases and that it would be very difficult indeed
to apply one rule to all of them, as we have discussed today.

CHAIRMAN DEFLIESE: You didn’t give us a clear indication
of where you would draw a line as between a lease that you would
capitalize and one that you wouldn't. Do you have any thoughts on
that ?
MR. KRAMLICH: Yes. Our position is that leases where the
lessee is the beneficial owner — say he has that $1 purchase option
or has an asset owned by a subsidiary that’s leasing it to the par
ent -- should be capitalized because there is a material equity in
the property in the hands of the user.
On the other hand, if there are one or more incidents of
ownership in the hands of the lessor, then we think that the lease
is a pure lease.
Examples are the lessor having the possible bene
fits of refinancing gains or the possibility of the residuals being
worth a considerable amount. Particularly, I'm talking about realty
rather
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array of other possible areas of benefit,

as we outlined in our

paper.
CHAIRMAN DEFLIESE:
chase option lease?
MR.

KRAMLICH:

Then you would capitalize the $1 pur

Yes.

CHAIRMAN DEFLIESE:

How

about $2?

[Laughter]

MR. KRAMLICH:
I think we would capitalize leases with
purchase options at nominal prices. We would not necessarily cap
italize leases with purchase options or renewals that are low, but
not nominal, when related to original price; and where you draw
the line, I think, is a difficult question.

CHAIRMAN DEFLIESE: Thank you.
[There were none.] Thank you.

Any other questions?

We have heard from all of those who have indicated an
intention to be heard. Are there others who may want to make a
statement for the record?

Oh, Mr. Walker, I believe you wanted a few minutes.

MR. WALKER:

Thank you.

This won’t take me very long.

I did not discuss our position on 5 in my earlier comments,
and I don’t want to discuss it now; it’s covered in our opinion. I
would like to make a couple of comments here.
It seems to me we generally are all in agreement that
full disclosure and motherhood are akin to the same thing, but I
would like to suggest that when we get into disclosure, if account
ants try to stick to disclosing the facts and not opinion, they will
come out much better, if they avoid an attempt to present value,
future stream of payments, in an accounting bulletin, and either
avoid setting the rate or, even worse, attempt to set the rate.
It seems to me that that is the job of the analyst, not
the accountant for the company's management, and a full disclosure
of the facts -- the payments that are to be made, the period of
time, the noncancellable term, and so forth -- is sufficient, and
that the rate that ought to be used to capitalize those, even when
using a footnote, is pure opinion and really better left to the
analysts than to the accountants or the management of the company.
There is another thing that I think should be brought up
here, particularly in response to a comment that was made that the
Board has clearly indicated that it does not believe that tax law
ought to govern good accounting. We find in behalf of our lessees
in tax situations and in behalf of ourselves in bankruptcy of les
see situations that evidence is continually being introduced either
by the IRS or by trustees in bankruptcy as to how the lessee treated
a transaction for financial accounting, and I hope the Board will
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give very serious thought to this and the question of capitalizing
leases on the books of lessees.
Like it or not, your decisions will have an effect on
tax, and I’m afraid they may very well have an effect on law if you
change much where 5 is now, because these are being introduced as
facts in both courts.

MR. WINTRUB: Mr. Walker, you said: Do not present value.
Yet you mentioned before that in making your own determination of
what leases to go into and what not, you determine your effective
interest rate; in other words, your yield to maturity on your invest
ment.

Now, to the extent that certain numbers are available -that is, we know the cost of an asset, and we know the lease stream,
although we may not know what the residual value is -- do you think
it would be appropriate to use the Imputed or implicit interest rate,
which causes the rent stream to equal the cost of an asset as the
criterion for the determination of whether a financing lease exists?
MR. WALKER: Well, my reasons for suggesting you try to
stay away from it is that these are not all of the factors in a
transaction. One of the early speakers spoke to this. The invest
ment tax credit, timing, value of depreciation all go into a lessor's
evaluation of yield, and they are not even necessarily available to
you if you are auditing the lessee.

So I don't know where you would start. I think the fact
is, in most cases, the information available to a lessor is not
available to you when you are auditing the lessee, and it may not
even be the same information.

MR. WELSCH: Are you suggesting, then, say on a ten-year
lease that qualifies under your rules, or whatever, for a financing
lease, that you wouldn't present value these amounts?
MR. WALKER:

A ten-year lease that is clearly a-- ?

MR. WELSCH: Financing type lease.
shouldn't present value in that situation?

Are you saying one

MR. WALKER: No, I think you have to. I'm suggesting that
when you get into the situations where you have agreed that the
lease should not be capitalized, and you get into the question of
disclosure, that you not again try to capitalize that, because this
gets more and more into an area of opinion.
none.]

CHAIRMAN DEFLIESE: Any other questions?
Thank you, Mr. Walker.

[There were

Anyone else who would care to be heard at this point?
[No one responded.]
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Before we close I would like to make a few comments.
I
think you should recognize that the purpose of this hearing was to
provide a vehicle for all who have an interest in the subject to
be heard by the Board.
All that you have heard, plus all of the
papers that have been prepared and presented, will be included in a
public record which will be printed by the Institute and made avail
able to anyone who wishes a copy at a nominal cost.
You should, if
you are interested in purchasing such a copy, make certain that
Mr. Lytle or Mr. Sempier has your name.
Those who have already made
presentations will, of course, automatically receive notice of the
availability of this record and be able to purchase it through the
Institute.

You should also recognize that much of the questioning
that's taken place here on the part of the Board has been done for
the purpose of eliciting all the viewpoints as carefully as we can,
and do not necessarily reflect the individual opinions of the mem
bers who have done the questioning.

[Laughter]

I think it's safe to say that the members of the Board
for the most part have an open mind on much of the subject, and
will give careful consideration to all the input that we have re
ceived thus far, and will continue to do so to the extent that fur
ther input is received.

After we have reviewed the record and deliberated on the
pros and cons of the issues, we will proceed, as I indicated earlier,
with exposure drafts of intended Opinions, should Opinions be neces
sary. On the other hand, we may proceed with Interpretations of
current Opinions. The Interpretation of 7 that was referred to
earlier will be continued in effect until such time as either a new
Interpretation is issued or exposure drafts and Opinions are finally
issued.
When and if we reach the exposure draft stage, we will
distribute those to all interested parties, to the public at large,
and again request comments on the exposure draft before we go into
a final drafting process for our Opinions.

Now, if there are any questions concerning that procedure,
would be glad to answer them at this point, just so that there
will be no misunderstanding.
I

QUESTION: Just to clarify in my own interpretation, does
that apply prospectively?

CHAIRMAN DEFLIESE: Yes. It is not retroactive. It is
made clear in that Interpretation that practice with respect to
Opinion No. 7 has been diverse up to this time, and that the pur
pose of the Interpretation was to clarify the issue as it relates to
transactions which occur subsequent to the issuance of the Interpre
tation.
QUESTION: May I ask one clarifying question?
it's come up in my own situation.

Because
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Does the clarification apply to a contract that was entered
into, which partially has been executed by transactions delivered,
of which some of the transactions haven’t been delivered or consum
mated pursuant to this contract signed, say four months ago?
As I understood what you said, all the transactions con
templated by this contract which was negotiated based on certain
factors, this Opinion wouldn’t apply to it — the Interpretation.
CHAIRMAN DEFLIESE: I would offhand say that’s the answer,
but again, because of the difficulty in dealing with it openly this
way, without reviewing all the issues, I would not want to make a
definitive statement on that point. But generally, whenever the
Board has taken a position on something, we recognize that in many
instances there are already contractual obligations, and the intent
is not to disturb those obligations.

MR. WALKER: I can speak for the SEC. They don’t agree.
They are using that bulletin retroactively, not-CHAIRMAN DEFLIESE: It say:
pronouncement on lease accounting.

Until the Board issues a

Clarence, do you want to answer that question?
MR. SAMPSON: The question is: Would we be concerned
that the companies going public and selling securities would continue
reporting on a different basis?

PREVIOUS UNIDENTIFIED QUESTIONER: Some of them have been
delivered, but others haven’t, and now you have got half the contract.

MR. SAMPSON: Why not let Mr. Hodges answer that?
the one that deals with these things everyday.

He’s

MR. HODGES: We have not asked, and don’t intend to ask,
anyone to recast any financial statements if they have previously
published the statements. So if you published the September 30
results on the old basis, we’re not going to ask you to change it;
but for the following quarter, even though it’s the same basic con
tract, my understanding is that we are expecting you to change your
reporting to conform with the Interpretation.
If there are first-time registrants that have a registra
tion statement in process right now we expect the financial state
ments to be recast for all periods. I don’t think it makes a lot
of sense to show a big earnings figure in a first time registration
statement and then immediately have to begin reporting on a differ
ent basis. But to go back to your first case, I think that if you
had been using a previously acceptable method of reporting, we feel
some footnote disclosure is required. You might be reporting on
the old basis through September, but certainly you have some obli
gation to explain in a footnote that you were required by this
Interpretation to change your method of accounting, and that the
change will affect your level of earnings, presumably, for the
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We don’t want to embarrass anybody by requiring
restatement of earnings reported in accordance with practice ac
cepted prior to the date of the Interpretation.

subsequent period.

CHAIRMAN DEFLIESE: I’d like to add further that the
Board's general view on matters of this sort is that statements are
restated to reflect the Interpretation. In other words, whenever
possible this should be done. However, the problems that have just
been indicated by Mr. Hodges do present situations where that might
not be feasible, and I think that’s the answer to follow.

Are there any other questions?
MR. BYALL: Mr. Defliese, I have a financial statement
dated June 30, 1971, that has to be released before the end of this
month. Does that Interpretation apply to the last fiscal year?

CHAIRMAN DEFLIESE:
MR. BYALL:
out on September 20.
fiscal year?

This is a fiscal year result?

Ending June 30, 1971, with your Interpretation
Does that Interpretation apply to my last

CHAIRMAN DEFLIESE: I don't think it does, but I think
that's someth
ing Mr. Hodges might want to answer.
MR. BYALL: I'm not a publicly held company, so I don’t
really need his opinion on this at the moment.
CHAIRMAN DEFLIESE: Well, again, the Interpretation indi
cates rather clearly that it’s applicable — "clarified future
application of No. 7.” In other words, by "future" we mean after
the date of this issuance. So I don’t believe it would apply.

• ASSOCIATE OF MR. ARMSTRONG: Is there any possibility of
getting the word "all" on page 4 of the Interpretation changed to
"substantially" or "most," where it says "all risks and rewards of
ownership?" Because I really don't think you mean all. That would
include any warranty.
MR. WESTON:

What line?

ASSOCIATE OF MR. ARMSTRONG: In the last line of the nextto-last paragraph, where it says "all risks and rewards of owner
ship are transferred to the purchaser."

CHAIRMAN DEFLIESE:
question, of course.

Well, all subject to the materiality

ASSOCIATE OF MR. ARMSTRONG:

So you are saying "substan

tially?"
CHAIRMAN DEFLIESE:

That’s always the case.
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MR. WESTON: The thrust of that sentence is really the op
posite of the rest of the paragraph. It’s a structural problem.
ASSOCIATE OF MR. ARMSTRONG; You have defined character
istics of risk and characteristics of ownership several times before,
and I was interpreting "all” as every Interpretation that had ever
been applied. If there is a warranty, it’s not a sale.

MR. WESTON: Well, it’s something you have to think about,
but it’s clear, however. It starts "However."
QUESTION:

What line is this?

CHAIRMAN DEFLIESE:

That’s the last sentence in the third

paragraph.

MR. BEVIS:

Line 23, Emmet

QUESTION: One final question. On page 5 of the Interpre
tation, line 9, the parenthetical remark beginning on line 9, the
statement is made: It is often described as "best efforts." The
rest of that sentence confuses me slightly. It states:
"but may
be effected on a priority basis." Why is the subject of priorities
even discussed here? Are you saying there is a possibility that you
can have best efforts without priorities? And in that event it is
permissible, and that it is not then an effective guarantee?

CHAIRMAN DEFLIESE:

That’s right.

SAME SPEAKER: It is only an effective guarantee when
there are priorities involved?

MR. WESTON:
That’s avery complex subject.
answer the way he did.
SAME SPEAKER:

Phil shouldn’t

I was going to pack up and leave.

CHAIRMAN DEFLIESE:
to answer that one?

All right, where’s J. T.?

Do you want

MR. WESTON: That parenthetical expression is a very com
plex matter, and it has received a lot of attention, and, unfortu
nately, it got so much attention, it didn’t come out very clearly.
I think we’ll all agree with that.

■ So each case really has to be looked at very carefully.
And you will see the word "commitment" on line 9. This last "com
mitment" is an important word. Nine doesn’t say "this guarantee."
That’s some of the thrust of that, and J. T. Ball, who is in the
audience — and Phil didn’t introduce him earlier because people
might throw rocks at him — might want to comment on that.

MR. J. T. BALL: You may, in fact, have a priority basis
even though the language is "best efforts." If you had only "best
efforts" and no priority whatsoever, presumably this wouldn’t be an
enforceable commitment.
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MR. WALKER: Will you ask if the SEC agrees with that
Interpretation? I don’t believe they do.

COMMENT: I have only seen one lease agreement that really
comes out to be strictly best efforts.
MR. WALKER: This Opinion just got written.
you haven’t seen more.
[Loud laughter]

That’s why

[Brief general discussion]

CHAIRMAN DEFLIESE: If you have a "best efforts" that
effectually is no best efforts at all, then it’s a different story,
and I think that’s what that sentence is trying to say.
QUESTION: Would the same import have been intended here,
or conveyed, if that parenthetical remark said: Even if this last
commitment is destroyed as being on a best efforts basis? Is that
the intent of that parenthetical remark?
CHAIRMAN DEFLIESE:

SAME SPEAKER:

No.

Thank you.

CHAIRMAN DEFLIESE: If there are no further questions,
thank you very much, gentlemen.
[The meeting adjourned at six-thirteen o’clock.]
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MATERIAL REFERRED TO BY MS. FRANCES STONE AT PAGE 89.
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